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Annuities and Bond Discount* 
(Concluded ) 
By R. J. Bennett, C. P. A. 
PART 2—BOND DISCOUNT 


Under this section we shall discuss the question of bond dis- 
count and premium from the standpoint of the issuing company, 
as well as from the viewpoint of the investor in bonds purchased 
above or below the par value. 

When a corporation decides upon an issue of bonds, the next 
question is: How are they to be disposed of? This is usually 
done by sale to or through some banking firm or syndicate of 
bankers, the manner of their disposal depending upon the ainount 
of bonds issued, condition of the money market, and stability of 
the issuing company. If the bonds are sold directly to the bankers 
a definite price is generally received in payment, say 80, 90, 95, 
or more, as the case may be; the bankers then sell them to their 
customers at a higher price, thereby netting a profit on the 
transaction. Sometimes the issuing company pays a commission 
to brokers for disposing of the bond issue, or it may even sell 
them over its own counter. In any case there are certain heavy 
expenses incident to the issue of bonds, such as bond discount, 
commissions, advertising or other expenses, and these expenses 
must all be cared for on the books of the company. How shall 
it be done? The method to be adopted may depend upon the 
condition of the company’s surplus account, though, of course, 
the directors in most cases have power to say what plan shall 
be used. 


_ *An address delivered before the Pennsylvania Institute of Certified Public Accountants, 
January 21, 1915. 1 
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If the company is financially strong, the entire expense inci- 
dent to the bond issue may be charged to profit and loss at once, 
or it may be divided over a period of five or ten years; 
otherwise it is better to distribute it over the entire life 
of the bonds. It is common practice to amortize or spread 
such expense over the entire period for which the bonds 
are to run. Indeed, the special expenses incurred at the 
time of issue may all be charged off during the year incurred 
and only the bond discount be apportioned. For example, in the 
case of 5% bonds sold at 90 it is apparent that while the nominal 
rate of interest is 5% the effective rate is considerably higher ; 
not only is the $5 interest to be paid annually for every $90 
received, equaling a little over 542%, but in addition to this the 
company must pay at maturity $10 more than it received. This 
amount should also be considered during the currency of the bond 
and part of it included each year as bond interest, thereby bring- 
ing the effective rate to something around 6%. The longer the 
bonds have to run, the lower will be the rate of bond discount 
to be amortized, while in an issue of short term bonds the yearly 
apportionment must necessarily be greater. The actual yield of 
such bonds to the investor and the true rate of interest paid 
thereon by the issuing company are difficult questions to decide, 
since the element of compound interest enters into such calcula- 
tions; and, anyhow, this fineness of computation is unnecessary, 
since the universal custom is to charge bond discount to profit 
and loss periodically during the currency of the bonds, regardless 
of compound interest accumulations. In the case of a strong, 
well-managed corporation, it is a question whether the trouble 
occasioned by using compound interest formulas would be justified 
when the small difference in annual apportionments is considered. 

The consideration of premium on bonds that have been sold 
above par is also of importance, since the principle is analogous to 
that of bond discount. Bond premium is not nearly so common as 
bond discount, but when it does appear it may also be distributed 
over the life of the bonds. Under ordinary conditions, however, 
it would seem prudent to dispose of it within the year when it 
occurred by a credit to either profit and loss or surplus, preferably 
the latter. It might even be entered as a credit to bond discount 
or some other deferred charge account. 

The matter of bond discount has been pretty well defined by 
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the interstate commerce commission and by the various state pub- 
lic utility commissions, and in all cases its amortization during the 
life of the bonds has been sanctioned. Where both discount and 
premiums are to be considered, an account for discounts and 
premiums is permissible, so that only the balance need be dis- 
tributed. In this connection the following quotation from Eaton’s 
Handbook of Railroad Expenses (page 388) may be of interest: 


UNEXTINGUISHED DiscouNT ON SECURITIES 


Ledger accounts should be raised to cover the discounts and premiums 
on each class of capital stock and each class of funded debt securities 
sold by the company. When securities which have been issued or assumed 
by the respondent company (except securities which have been sold and 
reacquired) are sold or exchanged by or for the respondent company for 
a consideration the actual money value of which, at the time of such 
sale or exchange, is less than the value of the securities at par and the 
accrued interest thereon, if any, the discount suffered should be debited 
to the account raised for discounts and premiums on securities of the 
class to which those sold belong. (Premiums realized from such sales or 
exchange should be credited to the account so raised.) If the net balances 
in the accounts covering discounts and premiums on the different classes 
of capital stock sold and the different classes of funded debt securities 
sold be debit balances, they should be included in the balance-sheet state- 
ment as follows: 

(a) Unextinguished discount on capital stock—This balance shouid 
be carried on the balance sheet until extinguished by premiums realized 
eon subsequent sales of stock by assessments levied on the stockholders, 
by appropriations of income or free surplus for the purpose r by retiring 
the stock. When any stock is retired the proper discounts and premiums 
account should be adjusted by crediting to it an amount equal to the unex- 
tinguished discount on such stock. 

(b) Unextinguished discount on funded debt—At or before the close 
of each fiscal period, there should be charged to income (and credited to 
the discounts and premiums accounts in which the discount is carried) 
such proportions of the discount on outstanding debt obligations as may 
be applicable to that period. This proportion should be determined 
according to a rule the uniform appiication of which throughout the inter- 
val between the date of sale and the date of maturity will extinguish the 
discount on funded debt. In order that the discount may be extinguished 
earlier, the company may, at its option, charge to profit and loss all or 
any portion of the discount on funded debt remaining at any time unex- 
tinguished; but the charge to income for any period must not exceed the 
proportion applicable to that period and a charge should be made for 
each period so long as any portion of the discount remains unextinguished. 


It will be of interest to note also what Mr. R. H. Montgomery 
says on these points: 
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DiscouNT ON Bonps 


When bonds are sold at a discount it is because the rate of interest the 
bonds bear is less than the effective rate at which the corporation’s credit 
is rated, For instance, if 5 ten-year bonds are sold at 90, it means that 
the corporation’s borrowing strength is rated at about 6%, and in order 
to reflect the actual rate each year as interest is paid, it would be neces- 
sary to carry the discount as a deferred charge among the assets and 
write off to interest account 1% annually. This, added to the amount paid 
in cash, will adjust the interest account to the proper cost. 


PREMIUM ON Bonps 


Where bonds are sold at a premium, the amount received in excess uf 
the par value represents the equivalent of interest collected in advance, 
and must be held in reserve and distributed over the years to which it 
applies as a reduction in bond interest account. For instance, a corpora- 
tion may sell its 5% ten-year bonds at 105, indicating that its credit is 
rated on a basis of about 444%, that is, if a 4% bond had been issued, 
the corporation should have realized about par. Therefore the bond 
interest, when paid, is subject to a deduction of % of 1% annually. The 
excess received at the time of sales should not be applied to income or to 
surplus, but, as stated above, must be carried as a deferred credit and 
reduced annually. 


PLANS USED BY LARGE CORPORATIONS 


By an inspection of recent annual reports issued by repre- 
sentative industrial and public service corporations, the policy of 
deferring such expenditures as bond discount and other extra- 
ordinary charges can be seen, and reference to a few of them is 
worth while. 

The Public Service Corporation of New Jersey showed among 
its assets “unamortized debt, discount and expense,” $4,262,504.10, 
after charging off $102,347.49 for the year. One of its sub- 
sidiaries, the Public Service Railway Company, shows among its 
assets unamortized discount and expense of $76,175.75, and 
among its liabilities unamortized premium on debt of $10,066.09. 


The Studebaker Corporation shows among its assets “Dis- 
count and commission on 5% serial gold notes,” $412,859.33, after 
writing off $93,773.02 for the year. 


The Westinghouse Electric and Manufacturing Company in 
its last report carried an asset of $890,833.33 under “expenses 
incident to issue of bonds and notes,” after having charged off 
$133,750. 
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The Southern Pacific Company shows among its assets “dis- 
count on funded debt,” $1,955,993.88, after writing off $505,476.92 
during the year. 


On the other hand, the Lehigh Valley Railroad Company in 
1914 sold $10,000,000 of general consolidated mortgage 442% 
gold bonds and charged all of the bond discount of $1,000,000 to 
profit and loss account, in reality against surplus. 

Another indication of the desire to write off driftwood and 
to “fix-up” during the company’s residence on “easy street” is 
seen in the Cambria Steel Company’s report of 1913. The charges 
shown below were made against the surplus of the preceding year: 


“After a careful study and examination of the properties and accounts 
as of January 1, 1913, it was deemed advisable and conservative accounting 
to set aside, out of the surplus accounts, aggregating $19,635,225.90, as 
shown December 31, 1912, the amount of $2,650,000 to cover the follow- 
ing adjustments: 


First—Manufacturers Water Company: book value reduced.... $850,000 
Second—By-product coke ovens: rebuilding fund not previously 
provided for—estimated cost...........sceeeeeeeees 690,000 


Third—Blast furnace relining account: to cover shortage due 

to certain current repairs charged to this account in- 

apend OE WS C00 a ésins 0045 + ch ndeencaneaaeeesbaaen 110,000 
Fourth—Converting works, open hearth steel plants, blowing 


Capitalizing Bond Discount 

It is contended by many corporation officials that bond dis- 
count and all expenses incident to the bond issue should be 
capitalized—that is, charged to the plant or buildings for which 
the money derived from such bond issue is to be used. It is 
claimed by them that the cost of constructing such a plant must 
obviously include not only the cash proceeds but ali expenses 
incurred in securing the necessary capital; indeed, this principle 
is strongly advocated by the treasurer of one of the well-known 
companies mentioned above. 

This pian may have some merit, since the charge thus capital- 
ized will be written off in the form of depreciation in the same 
manner as it would have been handled had it been placed in a 
separate account and distributed over the life of the bonds. It 
is a question, however, whether expenses incurred in financing 
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the business through bond issues should be included in the cost 
of production, as it manifestly would be were it charged to plant 
and then written off in the form of depreciation. We have already 
seen that bond discount is usually coupled with bonds which bear 
a low rate of interest and that such bond discount by being spread 
over the currency of the bonds is considered part of the interest. 
Therefore, since interest on bonds is not considered a production 
cost, neither should bond discount be regarded as such. Mr. A. 
Lowes Dickinson has the following to say on this subject: 


Discount oN Bonp Issues Not A Proper CHARGE TO CAPITAL 


Under no ordinary circumstances is it correct to treat discount on bond 
issues as a charge to capital. It does not represent any property; for it 
is clearly incorrect to consider that the cost in cash of a piece of property 
varies according to the credit of the purchaser or constructor. Hence, 
where any such discounts have been charged to capital assets, it is essen- 
tial for a proper understanding of the balance sheet that this fact should 
be clearly set forth. In effect, in corporation finance such discounts are 
frequently included in capital expenditures as are many other fictitious 
items which require either a sanguine estimate of future gains, or mere 
“water”; and this is done by the fiction of the sale of the property to a 
new company at a largely inflated value, for a price including the par 
value of the bonded debt; the intermeidaries in this sale then selling the 
bonds at the market price. This principle has been extended also to cases 
of reorganization effected without any sale of assets, where the discounts 
on bonds, as well as bonuses of capital stock issued to facilitate the com- 
pletion of the reorganization, have all been capitalized. These exceptions 
must not be taken as a justification for a similar treatment in ordinary 
cases of financing; and, in fact, there is no real justification for their 
adoption in any case, beyond that of expediency. The whole system has 
led in the past to many and serious abuses, and the more strict supervision 
of capital issues which is now being extended over certain classes of cor- 
porations will tend to put a stop to it in all cases. The objection to 
charging bond discount to capital account must not, however, be held to 
include such a charge of the annual instalment of discount for the period 
of construction during which interest also is charged to capital account. 
The rate of interest chargeable to capital should be the actual cost of 
the money, ie., the effective rate, and any approximation to this rate 
obtained by including that proportion of the discount which belongs to 
the period would be a permissible charge to capital. 


Construction Costs 
In this connection it may be of interest to note that the inter- 
state commerce commission permits the capitalizing of expenses 
incurred during the construction period, especially of those ex- 
penses which appertain to and are part of the construction cost. 
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These expenses include interest on bonds and other obligations, 
law charges, injuries to persons, miscellaneous construction ex- 
penditures, and such other items of expense as may occur in 
connection with the work. The commission permits also the 
addition of bond discount to the construction cost, but ob: sously 
only such proportion thereof as the period of construction bears 
to the life of bonds. While industrial and other companies are 
not subject to commission regulations, they are at liberty to fol- 
low whatever plan seems most desirable. If the plan is a good 
one for transportation companies it might be considered equally 
serviceable for industrials, especially if conditions were alike. 

Turning to the requirements of state utility commissions, we 
find some variations. All the commissions agree that certain 
expenses incurred during the construction period may be included 
as part of the construction cost, but most of them prohibit the 
addition of bond discount. The public service commission of 
New York does not permit the inclusion of bond discount in the 
construction cost, but sanctions its amortization over the life of 
the bonds. 

At the date of issue the bond discount and the expenses 
incident thereto are required to be charged to “unamortized debt 
discount and expense.” At the end of each fiscal year (or month) 
the required portion to be written off is credited back to this 
account and debited to ‘“‘amortization of debt discount and ex- 
pense,” which account in turn is closed into profit and loss as a 
deduction from income. Bond premium, on the other hand, is 
to be set up as a credit to an account called “unamortized premium 
on debt” and then written off in yearly (or monthly) proportions 
to “amortization of premium on debt.” The schedules of classi- 
fications and annual report blanks of the New York commissions 
can be obtained by payment of a nominal fee, but in many of the 
states they are available for free distribution. 


Premium and Discount on Investments 


Investors in bonds frequently purchase them either above or 
below the par value, depending, of course, upon the time they 
have yet to run and the rate of interest which they will draw. 
Bonds purchased above par manifestly return a lower rate of 
interest than the coupons cali for, and conversely, bonds pur- 
chased below par return a higher rate. In determining the true 
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return the rate received by an investor necessitates the amortiza- 
tion of such premium or discount over the life of the bond and 
either added to or deducted from the cash income at each interest 
period. In order to illustrate the principles involved in determin- 
ing the effective rate in amortizing the discount or premium, a 
few illustrations are given below: 


Example 13—A school district issues bonds for $12,000, bearing 
interest 6% payable yearly and to run 5 years. For 
what sum should they sell, money being worth 5% 
yearly? 

Answer—lIn this case there are really two questions to solve. 
The debenture at face value of $12,000 is to be paid at the end 
of 5 years. The interest, 6% of $12,000, gives us a figure of 
$720 to be paid each year for 5 years. The two results added 
give us the complete present worth: 


1 720 Ae — $19 
12,000 X Tz ogy & 5 ( 1— 7a95)8 ) = $12,519.54 
They should sell for $12,519.54. 

Example 14—What should be paid for a $1,000 coupon bond 
maturing five years hence and bearing 4% interest 
payable annually, so that the investor will receive 
5% per annum compound interest on his money? 

Answer—$956.71. The solution to this problem may be stated 
on the principle followed in the preceding example. 


Amortization and Its Application 


The example which follows is used to illustrate the method of 
handling premium and discount on bonds, and the manner of 
determining the rate of yield on bonds purchased at a given price. 

Amortization means the general reduction or.extinguishment 
of a debt or of a given sum. The sinking fund or annual pay- 
ments for the redemption of a bond or mortgage may be cited 
as an example. 

A common instance of amortization, however, is applied to a 
bond which has been purchased at a premium and redeemable at 
par after a term of years. While the bond draws a certain rate of 
interest, this could not be considered entirely as a profit, inas- 
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much as the premium must be written off over a term of years 
and part of said premium charged against the annual or semi- 
annual income. The total income or interest received, less the 
amount deducted annually for amortization, is the net income. 
The annual income is termed the nominal interest; the balance 
after provision has been made for reduction of premium is the 
effective interest or true yield of the investment. 

Suppose $105 to have been paid for a $100 bond, redeemable 
in ten years, bearing interest ai 5 per cent per annum. The $5 
received each year is the nominal interest and estimated on the 
par value of the bond, but the true or effective interest yield is 
somewhat lower and determined only after the correct portion of 
premium has been deducted. 

The term “amortization” has come into wide use during the 
past few years and is now being used systematically where 
formerly it was disregarded; yet the method of handling it is 
complicated and is of little use unless one is thoroughly acquainted 
with its operation and the manner of computing same. Because 
of this inability, tables of bond values have been prepared which 
give the information desired in connection with bonds purchased 
at different quotations and bearing different rates of interest. 
These tables can be purchased and should be in the hands of any 
person who has much to do with this class of securities. 


Determining the Rate of Yield 

To make entries for amortization values in books of account 
it is necessary to know the rate of yield on the bond under con- 
sideration. Therefore, the first thing to determine is the true 
rate of interest yielded after the deduction of premium. This may 
be had from the bond tables or estimated by the use of the 
annuity and compound interest tables. By inspection one may 
determine very closely the rate of yield that the bond will give, 
but to prove the accuracy of this assumed rate it is necessary 
by successive trials to (1) find the present worth of the face of 
the bond and (2) the present worth of the annual or semi-annual 
interest instalments. The amount of these two results, if com- 
puted at the correct rate of yield, will equal the cost of the bonds. 

To determine the purchase price of a bond yielding a given 
nominal rate in order to realize a given return on the outlay, the 
same method is followed as shown in the preceding illustration, 
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example 13, in which the necessity of successive trials does not 
obtain. 

If the bond is purchased at a discount instead of at a premium, 
the same principle is used as in the case of premium, but the 
true yield in such a case would be higher than the nominal rate 
of interest. 


The Book Entries 

After determining the rate of yield on the bond the next step 
is to get the amount to be charged off each year. The entries 
thereafter are not unusual. When the bond is purchased, debit 
bond account for the cost thereof. This will include the 
premium, of course. At the end of each year the bond account 
should be credited with the amount of amortization. The balance 
shows the new amount to be carried forward to the following 
year, which in turn will be credited at the end thereof with the 
amount to be written off. The process is continued from year to 
year, and when the bond matures it will have been reduced by 
amortization to the par value which is then paid in cash. Another 
method is to charge a premium account with the amount paid 
in excess of the par value of the bond. From year to year this 
account shouid be credited with the amount of amortization and 
the balance carried forward to the next year. By this method 
the premium is gradually written off over the term of years which 
constitutes the currency of the bond. 

If the bond is purchased at a discount, debit the bond account 
for the cost as explained above. At the end of each year the 
bond account should be debited with the amount of amortization 
and thereby gradually increased to the par value thereof. In 
that case the entries for amortization shown in the illustration 
would be reversed. It is unwise, however, to write up too freely 
unless there is a certainty that the bond will be paid in full at 
maturity. 

Example 15—You purchased January 1, 1915, a $10,000 6 per 
cent bond, having three years to run, for $10,275. 
If the coupons are payable semi-annually, what per 
cent did you make on your investment? Show the 
entries involved, and the records for bond and 
amortization for the entire time. 

Answer—An answer sufficient for ordinary purposes may be 
obtained by dividing the bond premium by the number of years 
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the bonds have to run, or better still, to agree with income dates 
by the number of half-years they have to run. The half-yearly 
income is $300, and one-sixi1 of the premium is $45.38; this 
deducted leaves a net income of $254.17, or $509.34 per annum. 
On this basis the net annual income would seem to be consider- 
ably over 5 per cent. This is not just true, as will be seen below, 
but it serves as a guide in estimating the rate of yield and in many 
cases might be considered near enough. Compound interest was 
not considered, nor interest on the premium, of the use of which 
the investor has been deprived. Now consider the matter from 
a scientific standpoint. The experimental method used below in 
determining the true rate of yield may be criticized by mathema- 
ticians, but it is no doubt more useful for ordinary purposes than 
difficult algebraic formulas. The answer given to the question 
agrees with the bond tables. By consulting the bond tables, the 
yield on any kind of bond bought at any given price can be 
readily determined. That is why the tables are so useful to 
bankers and investors. 

In answering the question, we first determine what rate of 
yield will be realized on a 6 per cent bond due in three years, 
bought for a given amount. The rate of interest desired is that 
rate at which the present worth of the interest and of the prin- 
cipal added together will amount to $102.75 on each bond. To 
arrive at the correct rate necessitates certain experiments. Let 
us try 544% and make use of the annuity and compound interest 
tables: 


Present worth of $1 annuity for 6 years at 


234 % = $5.46236678 
Present worth of $1 compounded for 6 years 
at 234% = 84978491 


Then on this basis the 
Present worth of $300 income annuity = 300 


X 5.46236678 = 8 1,638.71 
And the present worth of $10,000 com- 
pounded = 10,000 < .84978491 = 8,497.85 


Present worth of both bond and interest = $10,136.56 


We can see by the above that the annual rate of interest is 
too high, since it reduces the present worth of the bond and in- 
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terest instalment to $10,136.56, while the actual present worth or 
cost is $10,275.00. Then we must try a lower rate of interest and 
keep on trying until a rate is obtained that will give a present 
worth of $10,275, or near enough to it for practical purposes. 
Let us try 5% this time, or 2’%4% on half-yearly intervals: 


*Present worth of $1 annuity for 6 years at 
24% = $5.508125 
*Present worth of $1 compounded for 6 years at 
214% = 862296 
Then the 
Present worth of $300 annuity = 
5.508125 & 300 = §$ 1,652.44 
and the present worth of $10,000 com- 
pounded = .862296 «K 10,000= 8,622.96 


Present worth of bond and interest = $10,275.40 


We see that the above is correct and that the result is within 
40 cents of the cost of the bond; the 40 cents may be spread over 
the life of the bond or else adjusted either in the opening or 
closing year. 

The rate of yield, as proven above, is 5 per cent on the cost 
of the bond, though the cash income each half year is $300. The 
true income is 244% of $10,275, or $256.88. The $300 less 
$256.88 gives $43.12, the amount of amortization or sum to be 
charged off against premium at the first interest period. This 
amount deducted from $10,275 leaves $10,231.88, on which the 
next periodic income is based. Two and one-half per cent of 
$10,231.88 gives $255.80. Three hundred dollars less $255.80 
gives $44.20, the amount of amortization for the second period. 
The same operation is performed each period during the life of 
the bond, and the amount of amortization charged against the 
bond premium. Instead of charging the entire investment of 
$10,275 to investment account, as shown below, $10,000 might 
be charged to investment and $275 to premium account. In that 
case the premium account would be written down as illustrated, 
while the investment account would remain untouched until 
maturity. 





*A mounts taken from the annuity tables, but may be determined from compound interest 
tables. 
12 
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The book entries in journal form and without providing for 
monthly accruals are as follows: 


January 1, 1915 
Bond investment........... $10,275.00 
Eb GOO. nc Kece coun a $10,275.00 
For purchase of $10,000, 6 per 
per cent bond due in three 
years. 


July 1, 1915 
COI ne oh c dhe bien tee eats 300.00 
Seb RN evo set nc bucccs 300.00 
For interest coupon on bond 
investment. 


DE ons on esa cesnakects 43.12 

To bond investment....... 43.12 
For portion of bond premium 

written off by amortization. 


January 1, 1916 


Gite ok bia cide cue ibida ce 300.00 

BO MO, on Fis Rs ches 300.00 
For interest coupons. 
NN ar i ii in Wak eu ha 44.20 

To bond investment....... 44.20 


Amount of amortization 
charged to premium. 


July 1, 1916 


Ci coenauee vnedendaeee 300.00 

2 DIE, vc ca ceckae tne 300.00 
PON iss da chide Mities 45.31 

To bond investment....... 45.31 

January 1, 1917 

Ce. . ciictlnitin ki cote tina 300.00 

TO ROOM. ois va sc tdi cise 300.00 
lenges -o i.s vs coches 46.44 

To bond investment....... 46.44 
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July 1, 1917 


gia 300.00 

oc i cccbesecess 300.00 
Ee ee Ee 47.60 

To bond investment....... 47.60 


RRA ot an c's wade oes 300.00 

SOI et 300.00 
I ei i vekins 48.33 

To bond investment....... 48.33 
ST cbitineceet ees abesa een 10,000.00 

To bond investment....... 10,000.00 


For payment of 6 per cent 
bond maturing this date. 


The Ledger Accounts 
Bond Investment Account 
(Alien Gas Company 6% bond due January 1, 1918, 
to net 5% interest) 








1915 1915 
Jan. 1 To Cash..... $10,275.00 | July 1 By income...$ 43.12 
1916 
*Jan. 1 By income.. 44.20 
July 1 By income... 45.31 
1917 
Jan. 1 By income... 46.44 
July 1 By income... 47.60 
1918 
Jan. 1 By income... 48.33 
Jan. 1 By cash..... 10,000.00 
$10,275.00 $10,275.00 





Note—Ilf desired, the account may be balanced at the end of 
each period and the balance brought down. * By right income 
adjustment should be made on December 31st. 
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Income Account 














1915 1915 
July 1 To bond invest- July 1 By cash........ $300.00 
CUE os canes $ 43.12 
July 1 To profit and 
SGD cervesssscvosabe 256.88 
$300.00 $300.00 

















Note—The same operation should be performed each half year, 
or if desired the account may remain open until the end of the 
year, and then be closed into profit and loss. 


In case the premium is kept in a separate account, and only 
the par value entered in the bond account, the two accounts 
would appear as follows: 


Bond Investment 
(6% bond cost $10,275, to net 5%) 








1915 1918 
Jan. 1 To cash..... $10,000.00 | Jan. 1 By cash..... $10,000.00 


Bond Premium 
(On $10,000 6% bond investment of 1918) 














1915 1915 
Jom... 1 To.coeh. «cn 05 $275.00 | July 1 By income... .$ 43.12 
Dec. 31 By income.... 44.20 
1916 
July 1 By income.... 45.31 
Dec. 31 By income.... 46.44 
1917 
July 1 By income.... 47.60 
Dec. 31 By income.... 48.33 
$275.00 $275.00 

















Bonds purchased below par 


Example 16—To illustrate the manner of amortizing the discount 
on bonds purchased below par, we will assume that 
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a $10,000 bond having five years to run was pur- 
chased on January 1, 1915, for $9,573.25. Assum- 
ing that the company is thoroughly trustworthy and 
that the bond will be paid in full at maturity, the 
accounts for investment and income would be about 


as follows: 


Bond Investment Account 
(Central Electric Company 5% of 1920, yielding 6%) 








1915 
Jan. 1 Tocash..... $ 9,573.25 
July 1 Amortization. 37.20 
1916 
Jan. 1 Amortization. 38.31 
July 1 Amortization. 39.46 
1917 
Jan. 1 Amortization. 40.65 
July 1 Amortization. 41.87 
1918 
Jan. 1 Amortization. 43.12 
July 1 Amortization. 44.42 
1919 
Jan. 1 Amortization. 45.75 
July 1 Amortization. 47.12 
1920 
Jan. 1 Amortization. 48.85 


$10,000.00 











1920 
Jan. 1 By cash..... $10,000.00 


$10,000.00 





Income from Bond Investment 








1915 
July 1 To profit and loss.$287.20 





1916 
Jan. 1 To profit and loss. 288.31 


July 1 To profit and loss. 289.46 











1915 

July 1 By cash........ $250.00 
Amortization.... 37.20 

1916 

Jan. 1 By cash........ 250.00 
Amortization.... 38.31 

July 1 By cash........ 250.00 
Amortization.... 39.46 








Annuities and Bond Discount 




















1917 1917 
Jan. 1 To profit and loss. 290.65 | Jan. 1 By cash........ 250.00 
Amortization.... 40.65 
July 1 To profit and soss. 291.87 | July 1 By cash........ 250.00 
Amortization.... 41.87 

1918 1918 
Jan. 1 To profit ard loss. 293.12 | Jan. 1 By cash........ 250.00 
Amortization.... 43.12 
July 1 To profit and loss. 294.42 | July 1 By cash........ 250.00 
Amortization.... 44.42 

1919 1919 
Jan. 1 To profit and loss. 295.75 | Jan. 1 By cash........ 250.00 
Amortization.... 45.75 
July 1 To profit and loss. 297.12 | July 1 By cash........ 250.00 
Amortization.... 47.12 

1920 1920 
Jan. 1 To profit and loss. 298.85 | Jan. 1 By cash........ 250.00 
: Amortization.... 48.85 








Note—lIt is more than likely that many of the above entries 
would bear dates of June 30th and December 31st, instead of 
July 1st and January Ist. 


Another Method of Solving 

Here is another method of working out Examples 15 and 16 
that has been presented by one of my students in accountancy, 
Mr. D. J. McRae. It is of interest because of the way in which 
the correct rate of interest is determined. The method is applied 
to both of the problems, as follows: 


Second Solution of Example 15 

“There is a premium of $275 (234% of the par value) to be 
spread over a period of six half years at 3% (6% per annum). 
The problem, therefore, is to find what annuity will amount to, 
or have a final value of, $275.00 in six years at 3%. 
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$275 = final value of unknown quantity 
6.46841 = final value of $1.00 annuity in 6 years at 3% 
275 


646841 ~ 4%-51, unknown quantity. 


$42.51 is therefore the amount to be deducted each period from 
the income from the bonds. For so short a period I call this 
$42.50, as that will be near enough for practical purposes. Not 
allowing for interest accumulating, this will amount in six periods 
to $255.00. During these six periods the nominal income 
from the bonds will amount to $1,800 ($300 each six months). 
The $1,800 minus $255 = $1,545.00 = net income for 3 years. 
$1,545 —- 3 = $515 = net income for 1 year ($1,545 is approxi- 
mately correct). 


$515 
10.275 


“Five per cent is not exact, but it is so close as to bring a 
discrepancy of only 46 cents at the end of three years. I then 
use the following scientific amortization of the premium, using 
5% as the effective rate: 


Proof of Effective Rate (5%) 


= .05 + = 5%, the effective rate of income. 



































Interest. Bonds. 

Peri- |Nominal | Effective | Amortiza- 

ods % 6% 5% tion of cost Dr. Ce. Balance. 

year on par. on cost. to par. 
1 $300.00 $256.88 $43.12 |$10,275.00 $43.12 | $10,231.88 
2 300.00 255.80 44.20 44.20 10,187.68 
3 300.00 254.69 45.31 45.31 10,142.37 
4 300.00 253.56 46.44 46.44 10,095.93 
5 300.00 252.40 47.60 47.60 10,048.93 
6 300.00 251.67 48.33 48.33 10,000.00 

$1,800.00 | $1,525.00/ $275.00 $10,275.00 | $10,275.00 | 








“In the above, the effective interest is the interest on the last 
balance (or inventory value) of the bond, taken at the effective 
rate. The amortization instalment is the difference between the 
nominal and true or effective interest. Each successive instal- 
ment is deducted from the preceding balance, and a new principal 
thus obtained.” 
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Second Solution, Example 16 
Finding the Rate 








Deferred Semi-annuail 


























roe Amortization Interest belence of charges to 

4 year of discount. payments. bond discount. | proft & loss 
1 $42.68 $250.00 $426.75 $10.67 
2 42.67 250.00 348.07 9.60 
3 42.68 250.00 341.40 8.54 
4 42.67 250.00 298.72 7.47 
5 42.68 250.00 256.05 6.40 
6 42.67 250.00 213.37 5.33 
7 42.68 250.00 170.70 4.27 
8 42.67 250.00 128.02 3.20 
4 42.68 250.00 85.35 2.13 
10 42.67 250.00 42.67 1.07 

Total .. $426.75 $2,500.00 $58.68 

$2,500 = income from interest. $2,868.07 + 5 = 573.61, net income 
426.75 income from discount. for 1 year. 





$2,926.75 esti ieatie $573.61 + 9,573.25 = .0598 = 5.98% 
oo ’ effective rate. 


o Bi sg gore For practical purposes call this 6%. 
$2,868.07 net income for five 
years, 

Then we have below: 

















Interest. Bonds. 
Periods Nomi- Effective Amorti- 
\ year. nal 5% 6%on zationto Dr. Cr. Balance. 
on par. cost. par. 
. $9,573.25 
Ri scéeuen $250.00 $287.20 $37.20 37.20 $9,610.45 
ee ee 250.00 288.31 38.31 38.31 9,648.75 
RE EF 250.00 289.46 39.46 39.46 9,688.22 
_ ey eae 250.00 290.65 40.65 40.65 9,728.87 
Be vecceanae 250.00 291.87 41.87 41.87 9,770.74 
6. ose is 250.00 293.12 43.12 43.12 9,813.86 
Eg ae ae 250.00 294.42 44.42 44.42 9,858.28 
EE 250.00 295.85 45.75 45.75 9,904.03 
Piikckeetnon 250.00 297.12 47.12 47.12 9,951.15 
DD, deccmnnds 250.00 298.85 48.85 48.85 10,000.00 





Total..... $2,500.00 $2,926.75 $426.75 $10,000.00 $10,000.00 
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Objection to the Estimating Plan 

There is considerable objection to the experimental method of 
determining the rate of return on the investment; especially with 
the idea of making repeated trials in arriving at the effective rate 
of interest earned. It does seem like unnecessary work, but the 
plan is one that can be followed by any person with a knowledge 
of annuities and compound interest; indeed, even with the aid 
of algebra some method of approximating has to be resorted to in 
obtaining the effective rate. There is an algebraic formula, I 
believe, that will produce a correct answer, but it is too difficult 
for ordinary usage. In the purchase of a bond for a given figure 
we gain the right to receive the face value at maturity as well as 
definite amounts (annuities) every interest period. If the security 
were purchased at par the rate of return would be that shown 
in the face, but when bought at a premium or discount the 
effective rate must obviously change. This rate can, of course, 
be readily determined from a table of bond values, but that does 
not enlighten one on the manner of arriving at the correct solution. 

In writing on this point, Mr. Sprague, in his Accountancy of 
Investment, stated that “in probably the majority of cases the 
bargain is made ‘at a price’ and income rate must be found. 
This is a more difficult problem than where the bond has been 
bought on the basis of given returns. To ascertain the basis, 
when the price is given, is by trial and approximation—in fact, 
all methods more or less depend upon that. The ordinary tables 
will locate several figures of the rate, and one more figure can 
safely be added in settling proportions. But it is an important 
question to what degree of fineness we should try to attain. 
Where the rate per cent of return involves an unwieldy fraction 
or decimal, it is customary to use an even per cent and then to 
apportion the balance over the life of the investment in some 
equitable manner.” 


20 


a 


Rents in Public Utility Accounting 
By JoHN BAUER. 


The present discussion will deal principally with the desirable 
classification of rents in public utility accounting; but it will have 
bearing also upon general accounting practice. Public utilities 
are subject to public regulation ; their accounts are prescribed, or 
are liable to be prescribed, by public authority, with the object of 
showing the capital cost of the property, indicating the sources 
from which funds were derived, and presenting the results of 
operation. The fundamental idea in regulation is that a utility 
may earn a reasonable return upon the investinent and no more. 
The accounts, therefore, should be drawn up throughout on an 
actual cost basis, and when the operating expenses have been de- 
ducted from the operating revenues the balance should show the 
net return realized by the operating property. The special ques- 
tion raised in this connection is, how should rent costs be treated 
in this classification? To what extent, if any, should they be 
charged to operating expenses and to what extent to so-called 
income deductions? 

It may be well to make a brief survey of rent classifications 
under some of the principal prescribed accounting systems of the 
country. In the recent interstate commerce commission classifi- 
cation for steam railroads, only rents for offices, and minor equip- 
ment and devices are included in operating expenses. They are 
considered more as covering the cost of maintenance or special 
service than as returns for the use of property. Rents upon all 
other classes of property; such as locomotives, freight cars, pas- 
senger cars, miscellaneous equipment, leased road, etc., are 
charged to income account. The commission, however, does not 
follow the same plan in all of its several classifications. In the 
electric railways system, for example, operating expenses include 
not only rent for offices, but also of tracks and facilities used 
jointly with other companies and rent of different kinds of equip- 
ment. Only rents for leased road and equipment covered by the 
lease are charged to income account. The public service com- 
missions of New York follow in the main the interstate commerce 
commission’s classification for steam railroads. In the Wisconsin 
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electric railways classification, rent for offices and for use of 
tracks and terminals operated by the owner and for equipment 
are included in operating expenses, and only rents on leased line 
are treated as income deductions. The same general plan of 
charging ordinary rents to operating expenses and only those 
covering leased properties to income deductions is followed by 
the public utilities commission of Ohio in its recent classification 
for electric utilities. 

In general two somewhat distinct methods are being followed 
in current rent classifications—in the one only office and other 
minor rents are charged to operating expenses, and all others are 
included among income deductions ; while in the second only rents 
for property held on long term leases are grouped among income 
deductions, and all other rents are treated as operating expenses. 
The question is, which practice is the more desirable, and 
what is the underlying idea or purpose which should ccntrol the 
classification ? 

Many students of accounting, perhaps especially those with 
training in economics, seem to consider that operating expenses 
constitute a fundamental economic fact, in nature altogether 
different from income deductions, and that sound classification 
should show this fact through the accounts. There seems to be 
considerable doubt as to the validity of this view. Classification 
does not appear to be an absolute matter but must depend upon 
the purpose in view. Whether a given outlay should be considered 
an operating expense or an assignment of income depends very 
largely upon what the classification is expected to show. If we 
consider only the stockholders in a utility and wish to show the 
return upon their investment, then, it seems, all rents and interest 
should be classed as operating expenses, i.e., as costs incurred by 
the stockholders in rendering the service. If, however, we take 
the view of the corporate property shown in the balance sheet, 
then all rents would appear as operating expenses, while interest 
on funded debt would appear as income deduction or assignment 
of income. But if we consider the entire operating property, then 
also the rents of any such property should be classed among 
income deductions. 

Now, in case of public utilities the investment that should 
properly be considered in the classification is that which is entitled 
to a return in the fixing of rates. This would include all the 
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property that would be covered in the valuation in a rate case. 
All returns gotten directly or indirectly from the operation of 
such property should be included among operating revenues, and 
all outlays incurred in the maintenance and operation should be 
considered as operating expenses. The difference, then, between 
the revenues and expenses would give the net return upon the 
operating property. Rates should be such as to cover operating 
expenses and bring a reasonable return upon the property. 
Operating expenses, let us repeat, should then include all costs 
which are required for the maintenance of the property and which 
must be provided before the net return upon the property can be 
shown. 

If we follow this general line of classification, the question is, 
what property would be included in the valuation entitled to a 
return in a rate case? This question cannot be answered satisfac- 
torily in every detail because the commissions have not worked 
out the final procedure for every case. In general, however, all 
the property would be included which is regularly held and main- 
tained for the benefit of the service, and this would comprehend 
not only all the physical property owned outright by the corpora- 
tion but also that held on a long term lease. But property held on 
a temporary basis, which is owned and maintained by another 
corporation primarily for its own purposes, would not be included. 
Such items, in the case of a railroad, would be illustrated by cars, 
locomotives, and miscellaneous equipment employed on a per diem 
basis, trackage rights over lines maintained primarily for the 
service of other companies, also office rooms in buildings used 
principally for other purposes. Sometimes it is difficult to decide 
whether particular items should go into a valuation or not, but 
the general line of distinction is fairly clear nevertheless. The 
decision should be based perhaps less on the length of the lease 
than upon the facts of operation. If certain plant or equipment is 
held and used regularly in connection with a company’s own 
property, it should be included in the valuation. But if the use is 
temporary or incidental, and if the property is held and main- 
tained primarily by another corporation in its own service, the 
items should not go into the valuation, 

If we wish to show the net returns upon the property covered 
by the valuation, we evidently must charge to operating expenses 
all costs incurred in the operation and maintenance, and we must 
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include the rents accrued for the use of plant or equipmert not 
included in the valuation. Rents on items within the valuation, of 
course, would represent net income of the property and would be 
classed as income deductions. But rents upon plant or equip- 
ment held and used only temporarily, or owned and maintained 
primarily by another company in its own service, rents upon 
property excluded from the valuation, would be covered by 
operating expenses. According to this line of division, “rent for 
leased roads” in the interstate commerce commission’s classifica- 
tion for steam railroads is properly grouped under income deduc- 
tions, while most of the other rents now grouped under income 
account would properly belong under operating expenses. 

The same fundamental idea should control in the classification 
of revenues. Operating revenues are gross returns from property 
included in the valuation, i.e., from property held and maintained 
primarily for use in the company’s service. Thus incidental rents 
from office rooms, equipment, or plant held and maintained prin- 
cipally for the company’s own use should be classed as operating 
revenues, while, of course, rents from property leased to others 
and not used in the utility should be shown as non-operating 
revenue—such property would not be included in the valuation. 
Whether any particular items of income should be credited to 
operating or non-operating revenue would thus be determined 
entirely by the fact whether the property from which the return 
is derived is held and maintained primarily as a part of the operat- 
ing property or as an outside investment. 

To summarize briefly—operating revenues are gross returns 
realized from the property, and operating expenses are outlays 
or costs incurred or accrued in connection with operation, includ- 
ing the maintenance of the property. The difference between the 
two is the net return upon the property—i.e., the property which 
would be entitled to a return and would be included in the valua- 
tion in a rate case. All further subtractions would then be 
considered in the nature of income deductions or income assign- 
ments. If first rent be allowed, covering for the fiscal period the 
returns accrued upon others’ plant included in the property, the 
balance would be the income upon the property owned outright 
by the corporation ; if then accrued interest be allowed, the balance 
would measure the return upon the stockholder’s investment in 
the property. 
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An objection will probably be raised against the general idea 
here presented on the score that operating expenses are to include 
rents. The idea back of the objection, of course, is that operating 
expenses properly consist of values used up, or of the consumption 
of capital, and not in any way of returns upon capital. This gen- 
eral view may be accepted readily enough, but it does not de- 
termine precisely what constitutes “values used up” or what is 
“consumption of capital.” Suppose that rents for such units of 
plant and equipment as are not considered a part of the operating 
property were not classed as operating expenses, but as income 
deductions. Then, obviously, the difference between operating 
revenues and expenses as shown in the classification would not 
give the net income of the property entitled to a return in a rate 
case. The question is, what do we wish to show? If it is the 
return realized by the property, then the rents which we have 
been considering must be classed as operating expenses. For the 
investment entitled to a return, they are truly values used up or 
services consumed in operation. 

As a matter of practical procedure, however, it would perhaps 
be desirable not to charge the rents in question directly to operat- 
ing expenses but to place them under a special supplementary 
group of costs, which for convenience might be called “operating 
revenue deductions.” This group might well include all taxes, 
amortization of franchises and perhaps other intangible capital, 
uncollectible bills, and other items which would not usually be 
considered strictly operating expenses, but nevertheless must be 
treated as such from the view of fublic utility accounting—and 
would be considered expenses by a commission or a court in a 
rate case. The main expense classification should perhaps include 
only such costs as are common to the operation of all properties 
and are subject to the discretion of the management, so that the 
results shown by the different companies may be clearly com- 
parable. Statistical as well as pure accounting standards must be 
considered in a classification. In case one company owned out- 
right or held regularly all the property used in operation, there 
would be no rents among operating expenses; while in another 
case such charges might run to considerable sums ; likewise in one 
case, there might be no amortization charges for franchises and 
various intangible capital items, while in another such items 
might reach significant amounts. While undoubtedly both the 
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rent and amortization charges are operating expenses from the 
public utility standpoint, still the classification should not impair 
the basis of comparison between the two cases. It would appear 
desirable, therefore, to group the rents in question under a 
secondary and not the primary expense classification. 

But, if it were not for the practical difficulties involved, the 
best procedure in public utility accounting would be to include in 
operating expenses not only the usual items, but all rents, interest 
and legal return upon stockholders’ investment. It must be 
remembered that legally rates must be high enough to cover 
operating expenses and a fair return upon the property. From 
the public standpoint, therefore, it would be ideally desirable to 
charge the legal return upon the property directly to operating 
expenses, so as to show the complete cost of the service to the 
public. For example, in the case of electric companies, if we wish 
to show complete power costs, we should include among power 
production expenses a reasonable or the legal return upon the 
entire power plant investment. Likewise we should include 
among transmission expenses fair returns upon the transmission 
plant; among distribution expense, the proper return upon dis- 
tribution plant, etc. But while such procedure would be ideally 
excellent, practically it could not very well be carried out because 
of the many arbitrary valuation adjustments that would be 
involved, The additional information that might be obtained 
would probably not be worth the cost of the accounting refine- 
ments. It is not, however, the nature of rent as a pure return 
upon property which would make the practice illogical and 
undesirable. 

Are not the same corisiderations really involved in the question 
of whether rent and interest should be included in the manufac- 
turing cost accounts? It has never appeared to the writer as a 
matter of fundamental economic theory what constitutes cost of 
production and therefore (according to old but rapidly passing 
economics) what enters into the value of the product; it has 
seemed merely a question as to what facts the management wishes 
to show through its cost system. If its purpose is to show the 
cost to the property as a whole, then neither rent nor interest 
should be included in factory costs; if the view is restricted to 
the corporate investment, then rent, but not interest, should be 
included ; if the stockholders’ investment only is considered, then 
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both rent and interest upon borrowed capital would be included; 
and finally if cost to the public is to be determined, then return 
upon the entire investment should be included. The question is 
not one of cost in general, but rather cost as to a particular inves- 
ment viewpoint. Does not the purpose of the cost system finally 
control the proper accounting practice? 

In further justification of the somewhat heretical suggestion 
of this paper, it may be well in conclusion to point out that in 
the final analysis all operating expenses are really nothing but an 
accumulation of past rents and interest and pure return paid for 
use of capital. It must be remembered that the property accounts 
are based throughout upon cost to the company. Now take 
materials consumed in operation; undoubtedly they would be 
considered by everybody as proper charges to operating expenses, 
but their cost to the company obviously includes a pure return or 
rent to the previous dealer, or to a long succession of dealers, and 
to the manufacturer—and the latter’s costs are returns to previous 
producers, etc. The entire cost of materials appears, therefore, as 
accumulated returns upon all capital investments which have 
shared in the succession of productive processes. 

Likewise, take depreciation charges reasonably includible in 
operating expenses; they are based upon the cost of property, 
which cost comprehends an indefinite series of returns to previous 
dealers, manufacturers, etc. Finally take labor costs; they are 
always charged to operating expenses, and yet they do not repre- 
sent values used up in the ordinary sense, but constitute pure 
returns to the laborers—from a broad social standpoint determin- 
ing the value of life to the workers. 

These illustrations, although somewhat abstract in their appli- 
cation, should make clear that there is no such fundamental 
distinction between values consumed and charges for return upon 
property as is frequently assumed in accounting classifications. 
Operating expenses do not constitute a fundamental economic 
concept; what is involved or included depends upon the purpose 
in view. If in the case of public utilities we wish to show the 
returns earned by the property legally entitled to a fair return, it 
seems that the rents on any property not included in the valuation 
must therefore be charged to operating expenses. Fundamentally 
it is purpose that makes logical classification; there is no logical 
classification in itself! 


27 








Federal Reserve Banks and the Reserve Agent* 
By Freas B. SNYDER. 


Most of you are familiar with that section of the national bank 
act prescribing the amount and manner in which reserves should 
be kept. Under it banks are divided, like Gaul, into three parts: 
central reserve city banks, situated in New York, Chicago and St. 
Louis and keeping a reserve of 25% of their deposits as cash in 
vault; reserve city banks, similar to those in Philadelphia and 
some forty other cities, also maintaining a reserve of 25%, but 
permitted to keep one-half of it in designated national banks in 
central reserve cities; and, finally, country banks, which include 
all the national banks in the country outside the central reserve 
and reserve cities. This class keeps 15% reserve, 6% in cash and 
9% in selected national banks in any of the central reserve or 
reserve cities. These reserve provisions have been for years the 
target of economists and currency reformers who have denounced 
them as unsound and unscientific for a variety of reasons which we 
need not discuss. History does not record any specific reasons 
for their inclusion in the act except that when it was framed the 
country was suffering from wildcat currency issues, and it was felt 
that a fixed reserve was a desideratum. The function of issue at 
that time was a far more important element in banking than the 
function of deposit. But the framers knew that the act was not 
destined to over-popularity, and while standing strong for the 
principle they were inclined to sugar-coat its application as much 
as possible. It was recognized that the trend of commerce from 
the smaller to the larger places created balances in the latter for 
which the city banker was willing to pay a moderate rate of inter- 
est. The act, by taking advantage of these two conditions, made 
carrying reserves both easier and cheaper; but it surely started 
something that it could not finish. 

It is possible that the authors of the original act had in mind a 
clearance system for note issue at reserve centres, founded on the 
Suffolk bank idea, which had been so successfully operated in 
Boston, But as the institutions organized under the new act 





Z *An address delivered before the Pennsylvania Institute of Certified Public Accountants 
at the annual meeting, Philadelphia, May 26, 1915. 
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Federal Reserve Banks and the Reserve A gent 


began to grow in number, size and importance and the success of 
the experiment was removed beyond the pale of doubt, a develop- 
ment occurred which could not well have been foreseen. National 
bank currency, while essentially secure, is, so far as business is 
concerned, absolutely rigid. Its volume bears no relation to the 
volume of trade, but responds only to changes in the price of 
bonds. Gradually, the business men of the country grew 
accustomed to the use of cheques in the settlement of accounts. 
Cheques are so large a part of our daily life that it is difficult to 
realize that no other country and no other business generation has 
known such a universal use of this medium of exchange which for 
so many years has constituted our elastic currency. These paper 
evidences of a book credit, while not possessing so wide a circula- 
tion as a national bank note which goes unquestioned anywhere 
under our flag, are nevertheless capable of a wide range of settle- 
ments, and their volume is quickly responsive to every change in 
business conditions. 

The redemption of these cheques was a problem which grew 
in gravity with the increase in number. « The burden was finally 
put upon the reserve agents who, in consideration of the balances 
maintained, credited the cheques when they were received. In 
its inception the process was a simple one both in accounting and 
in method, for the reserve agent would charge the total of out- 
going letters to the account of the addressed bank. A New York 
bank would send all of its Pennsylvania cheques to its Phila- 
delphia correspondent at its debit, and the Philadelphia bank 
would in turn send the items to correspondents in towns where 
they had relations and then bunch the rest in a letter to some 
other large city which was a natural distributing centre. This 
blissful state of affairs could not continue, for competition and 
changing conditions soon narrowed the profits of legitimate com- 
mercial banking vo that country banks began to make an exchange 
charge of one-twentieth of one per cent. on the amount of a 
letter to cover postage, stationery, overhead and wear and tear 
on the intellect. Then they began to object to having their reserve 
balances diminished by the debit of outgoing letters, although 
insisting on the immediate credit of letters sent in by them. Ac- 
cordingly, the so-called double account was introduced. This 
showed one balance to the credit of the country bank, accumulated 
from its sendings and subject to its drafts, and another balance to 
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its debit, created by cheques and paid collection items and reduced 
at stated agreed periods by remittance drafts against the credit 
balance. Ostensibly, there was a loss of interest to the collecting 
bank, in addition to the direct exchange charge. The extent of 
this loss in the aggregate may best be measured by the fact that 
for the week ended May 18th the average daily loss to Phila- 
delphia banks was not less than $5,000. 

Now, who should pay the freight? The one who is most 
accommodated by the system. And who is that but the country 
merchant who draws his cheque on a local bank and sends it a 
thousand miles across the country to pay a bill, dismissing the 
matter from his mind forthwith? He gives no thought to the 
economic laws which operate against the transfer of money by a 
written order and decree that when the debits and credits due 
from one section of the country to another are set off against 
each other the resulting balance must be settled in money, which 
means expense for transportation, insurance and interest. Under 
our present system, where does the cost of collection fall? On 
the reserve city bank. It does not of necessity follow that this 
cost is a loss, for the correspondent maintains with the reserve 
agent a balance. If the net income from the lendable average 
balance exceeds the cost of exchange, expense, overhead and a 
fair return for the work done, the reserve agent has a profitable 
account. 

If there is any one phase of cost accounting in which the 
trained brains of the members of this organization are sadly 
needed, it is in demonstrating to the collecting banks of this city 
whether they are making or losing money on their collecting busi- 
ness. Banks know what exchange costs, and with a fair degree of 
accuracy the loss of interest on outstanding items and the net 
income on the lendable average balance. But the crux of the 
situation is the item of overhead expense, reduced to a per item 
basis. The unit on first thought may seem too small, but as a 
careful analysis will show that the average city bank handles 
each item at an expense of from two to two and one-half cents 
before it leaves its doors and that the number of cheques deposited 
by customers varies widely, the necessity for seeming minutiz 
is apparent. 

Philadelphia banks probably need such service more than those 
of any other city, because it is the only reserve city of anything 
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like its size and financial importance which throughout the steady 
growth in the use of cheques has insisted that every correspondent 
should receive individual consideration based on the size of his 
balance and the nature and extent of his sendings. 

Late in 1899 the clearing house banks of our philanthropic 
neighbor on the Hudson agreed that they would handle country 
cheques only on certain terms. Twenty cities were denominated 
as discretionary points—that is, banks receiving cheques on these 
cities from their country correspondents might charge for their 
collection or not as they saw fit. Another list of one-twentieth 
points was compiled and cheques drawn thereon carried a 
minimum charge of one-twentieth of one per cent. Outside of 
these divisions the minimum charge was one-tenth. Violations 
of the rule or any rebates or other evasions subjected the offender 
to a fine of $5,000, and after one bank had paid $10,000, for two 
offenses, the rule stood inviolate. 

Philadelphia banks saw an opportunity, and they began a 
country-wide campaign on the slogan “The world at par,” signify- 
ing their willingness to credit at par on day of receipt cheques 
drawn on any point in the United States or Canada, paying two 
per cent. interest on balances as they accumulated, and allowing 
an exchange charge on all cheques sent to a correspondent of 
one-tenth for daily or one-twentieth for weekly remittances. 
Other cities tried to compete, but none did so successfully, and, 
failing, they turned the other cheek by formulating clearing house 
rules prescribing minimum charges until Philadelphia, Pittsburgh 
and Cleveland were the only large cities which did not impose an 
arbitrary charge cn out-of-town cheques. Its effect was well 
illustrated by the testimony of the bankers of Birmingham before 
the organization committee of the federal reserve board, which 
showed the aggregate amount of cheques sent to Birmingham 
from other cities during one month under observation. New 
York sent something over $2,300,000, while Philadelphia sent over 
$7,000,000. Birmingham was arguing for its own appointment as 
a federal reserve city, and was therefore at some pains to explain 
that the size of Philadelphia’ total was due to its collection 
methods. 

Now we are facing new conditions, born of the new federal 
reserve act. The percentage of reserves which out-of-town banks 
may keep with reserve agents is gradually reduced under the law 
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until in December, 1916, such balances will no longer constitute 
reserve. In the meantime the federal reserve banks are creating a 
new collection system among their members on the original plan 
of charging sendings at par against the drawee bank’s balance. 
Thus far they have not met with much success, but eventually they 
must succeed, because such a plan is logical and economical— 
logical because it is one step nearer the proper assessment of costs 
on those most benefited, and economical because it follows the 
lines of trade. 

What, then, is left to the reserve agent? Primarily, it will for 
many years, perhaps for all time, retain a measure of the collection 
business. The amount will be largely gauged by the extent to 
which state banks enter the system and by the success of the 
federal reserve banks in holding their members so that they do 
not withdraw and convert into state institutions. But in my 
opinion the reserve agent competition of the future will not be 
in the sale of collection facilities, but in the sale of service. 

Side by side with the collection business there has grown up a 
kind of service which brings to the reserve agent the most interest- 
ing experiences of daily life. It is roughly classed as “credit 
service” because it is an outgrowth of facilities which are thus 
described, but its ramifications are too broad to permit their con- 
finement within the bounds of any such description. Credit 
service as such is properly limited, first, to lending money to 
correspondents, and, second, to lending money for correspondents. 
The federal reserve bank will probably eventually absorb the first 
mentioned, although the security buying bank as distinct from 
the commercial paper bank is at a disadvantage since evidences of 
a funded debt are not acceptable collateral under the law. The 
second service is one to which the reserve agent can cling the 
longest. He has spent years in gaining the confidence of his 
client, in studying his wants and in supplying them at the greatest 
return consistent with security and marketability. There is no 
more sacred duty with which he is charged than that relating to 
the safe investment of a correspondent’s surplus funds, none im- 
posing a greater responsibility and but few yielding more satis- 
faction than its successful fulfilment. 

It is seriously questioned whether the quasi-public character 
of the federal reserve banks will ever permit them to extend such 
facilities, since by their advice and action they will be in a large 
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measure committed to the subsequent rediscount of the notes 
which they recommend, and a situation of no little embarrassment 
may result. The same argument will not run against the reserve 
agent, because what is with him only an expression of his best 
judgment on which the correspondent acts or not, as he sees fit, 
becomes, when uttered by an attaché of the Government, a semi- 
official endorsement. But waiving this as technical and open to a 
reasonable doubt, there still remains the close relationship, fruit 
of years of codperation and mutual effort for the correspondent’s 
upbuilding, which will not be lightly cast aside, which law cannot 
sever nor regulation prohibit. 











How to Pass the C. P. A. Examinations 


By Jost Hunter, C.P.A. 


There are now about thirty-nine states that have enacted 
C.P.A. laws. Before very long it is confidently expected that 
all the states in the Union will have passed such laws. All of 
the state laws are very much alike. In the main they provide a 
board of examiners whose duty it is to examine applicants in 
theoretical and practical accounting and in auditing and com- 
mercial law as affecting accountancy. The principal points of 
difference in these laws relate to the preparation of the applicant. 
In some states he is required to serve for a time in the office of 
a certified public accountant. In most states he is required to 
have the equivalent of a high school education. He should know 
something about the accounts of the most widely known forms 
of business ventures—financial institutions, such as banks and 
trust companies ; commercial houses, like general traders in gro- 
ceries, hardware, dry goods, drugs, etc., and manufacturing, 
transportation, insurance, and other general and special forms 
of doing business. He should be prepared also to devise and 
install accounting systems for at least some of these. He should 
have a working knowledge of commercial law, not as a lawyer, 
perhaps, but to the extent that he should know enough about it 
to determine if the accounts are stated in accordance with the 
law. 

Business is developing into a science and from the profes- 
sional accountant much is expected. Each year sees some im- 
provement and naturally the march of progress makes increas- 
ingly greater demands upon the accountant. He should be pre- 
pared to meet them by self-development and a wider viewpoint. 
The board of examiners endeavors to reflect in the examination 
what service the public wants the accountant to perform. The 
way, then, to pass the examinations is to make careful preparation 
for them. The best way to prepare for them is to serve in the 
office of a C.P.A. for a reasonable length of time. It is possible 
to pass the examinations by self-study and without outside help; 
but it generally takes several trials. If it is inexpedient to serve 
in the office of a C.P.A., the next best way is to take the course 
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of study offered by a correspondence school in charge of experi- 
enced accountants, unless one is fortunate enough to be able to 
attend a residence school in one’s own city. 

Perhaps it is a trite saying, but the secret of being able to 
pass any examination may easily be expressed in the one word, 
preparedness. If the candidate is prepared, the result cannot be 
in doubt. But you ask, ““What constitutes this preparedness and 
how may it be acquired?” These are not easy questions to an- 
swer, and no attempt will be made to go into any great detail ; 
but the answer will be found in a thorough analysis of the 
following : 


1—Effective general education 
2—Technical training 
3—Proper mental attitude 


These are given in the order of their application, but be as- 
sured that the third division is no unimportant factor. When it 
is considered that covering an average of five years about 40% 
of the applicants failed to pass the examinations set by the 
English institute—this in spite of the educational qualifications 
and three to five years’ technical training in accountants’ offices— 
would not this indicate that there was *n important factor 


EFFECTIVE GENERAL EDUCATION 


While some states require that the applicant must serve a 
certain length of time in the office of > C.P.A., this is not the 
case in Georgia. It is an excellent idea, though, even as a young 
lawyer learns the profession in the office of a practising attorney. 
The scope of the profession is so wide that the accountant should 
study it with the idea in view of gaining a thorough knowledge 
of every branch of accounting, of commercial law as affecting 
accountancy, and, in general, a liberal education in its broadest 
sense. If possible, his training should be obtained in the office 
of a C.P.A. and the measure of the degree to which he has 
profited by it is evidenced, not only by professiogal proficiency, 
but also by the acquisition of such qualities as tact, courage, 
industry and reliability. 


TECHNICAL TRAINING 


By technical training is meant the thorough understanding of 
the basic principles of accountancy. All will agree, I think, that 
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the best way to get technical training is by coming in contact 
with real, live problems. The old adage, “We learn to do by 
doing,” never had a truer application than in accountancy. It is 
true that theory may be acquired without practice; but as all 
theory is evolved from practice, I submit that technical training 
is much better founded upon real practice. 

Therefore my advice to all who desire to sit for the C.P.A. 
examinations is to become connected with some reputable firm 
of certified public accountants if possible. If you get the right 
sort of practical training, you will be able to evolve a theory that 
will stand the test. 

As groups 1 and 2 are practically self-evident, and as many 
known to possess both of these qualifications have failed in these 
examinations, I pass on to the consideration of the last group. 


PROPER MENTAL ATTITUDE 


The candidate should cultivate such a mental attitude that, 
when he comes to consider the problems set, he will not have to 
combat a rebellious feeling toward the examiners. 

During your studies you have doubtless run across problems 
that seemed absurd—an “insult to your intelligence.” There may 
have been such problems set in examinations, but they are few 
and far between. Before allowing your mind to become an- 
tagonistic, assure yourself beyond the shadow of a doubt that 
you know all about it. The chances are that something of real 
worth will be found in the solution. Cultivating this feeling 
during your studies will make it much easier to enter the ex 
amination free from antagonism toward the examiners. Some 
seem to have the idea that the examiners get much pleasure out 
of the failure of the applicants. This may be true in very rere 
instances. But, even should an examiner take a fiendish delight 
in the failure of applicants, that should not disturb you, for he 
would hardly fail to give you credit for a correct answer, know- 
ing that at least one other examiner would review and grade 
your answer. 

Therefore, in entering an examination, do so with the mind 
free from all feeling of antagonism. Cast all imaginary trouble 
to the winds. You will go up against the real thing in the 
examination. 

A few points on the preparation of your paper will not be 
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amiss. First of all, follow the general instructions of the ex- 
aminers. They have good and sufficient reasons for the rules laid 
down. 

Let your writing and figures be so clear that there can be no 
doubt as to what you mean. Do not try to overwhelm with long, 
needless discussion. If you can answer a question with one word, 
do it. When you have answered a question, stop. You get no 
credit for amplification of an answer already sufficient. 

Should a question seem capable of more than one interpreta- 
tion, choose the one most reasonable to you and answer accord- 
ingly. Then briefly outline your conclusions on the next most 
probable interpretation. Don’t attempt more than two. 
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EDITORIAL 
Annual Meeting of American Association 


The annual meeting of the American Association of Public 
Accountants will be held at Seattle, Washington, on Tuesday, 
Wednesday and Thursday, September 21, 22 and 23, 1915. 

Announcements relative to the meeting have been forwarded 
to members of the association by the committee on annual meet- 
ing and from the executive office. Elaborate preparations have 
been made by the committees of the association and by the rail- 
roads to provide for the comfort of delegates and friends, and a 
programme has been arranged which is full of attractive features. 

After the regular meeting in Seattle a supplementary meeting 
will be held in San Francisco on September 28, which the exposi- 
tion authorities have set aside as the official day to be observed in 
honor of the accounting profession. 

In addition to the special arrangements which have been made 
for delegates of the American Association, it is to be noted that 
this year there are special facilities available for all travelers to 
the Pacific coast in the low transportation rates and the extra 
train facilities which the railroads have provided. 

The two expositions which are being conducted on the Pacific 
coast are of peculiar interest, and afford an opportunity of an 
educational and entertaining kind which may not occur again. 

All these and other things combined offer such inducements 
to attendance at the convention of the association that there should 
be an unusually large number of delegates and other visitors. 
The choice of Seattle as the place of convention met with the 
unanimous approval of the association at the meeting in Wash- 
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ington in 1914, and it has been confidently expected that there 
would be a ready acceptance of the invitation to attend. Naturally, 
it is impossible for many accountants to give definite response 
to an invitation until the last minute, but there are others who 
can make their arrangements now and notify the association of 
their intention to attend the convention. 

There are many who feel that the mere attendance at an 
annual meeting of the American Association is well worth the 
time and expense of a transcontinental journey ; but when to that 
is added the extraordinary attraction of the Pacific coast this 
year, it certainly seems as though the convention of next Sep- 
tember should break records for attendance and enthusiasm. 

It is the duty and should be the pleasure of every member of 
the association who can possibly be on hand to make his arrange- 
ments to attend the forthcoming meeting. 





Church Accounting 


In a recent issue of THE JouRNAL oF ACCOUNTANCY attention 
was drawn to the introduction of business methods in church 
accounting as described and recommended by Bishop Lawrence 
of Massachusetts. 

The adoption of modern practice in the control of ecclesiastical 
finance is not, however, restricted to the Protestant Episcopal 
church. 

At the annual meeting of the American Unitarian Association 
in 1914 the following resolution was passed: 

ResotveD, That the president appoint a committee of three persons 
familiar with accounting .and bookkeeping to prepare a report with 
authority to have the same printed, as to the best and simplest methods 
of keeping the accounts of churches and church organizations, with data 


and recommendations as to the methods of raising funds for current and 
special purposes, and examples of circulars and accounting forms. 


The remarkable feature of this resolution is not the intention 
to ascertain methods of proper accounting, but the insertion of 
the qualification “familiar with accounting” as a prerequisite to 
an appointment on the committee. 

In the past it has been far too common to find that the persons 
appointed to such committees have been excellent in every way 
except as to familiarity with even the rudiments of accounting. 
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The committee appointed under the resolution quoted prepared 
a valuable report in which suggestions were made as to the best 
methods on preparing reports and the treatment of accounts 
generally. There was a recommendation for the introduction 
of an adequate budgetary system, and sample forms were 
presented. 

Among other things the report states: “The accounts should 
be so kept that they can be adequately audited.” Accountants 
who have been called upon to audit the accounts of church 
organizations will appreciate the value of such a recommendation. 

In a word, the American Unitarian Association has done 
wisely and has obtained a good report. The further and faster 
the movement spreads among all the churches the better for 
the material and even the spiritual progress of the church. 





Legislation and Knowledge 


A. H. Smith, president of the New York Central Railroad, 
has written to The Nation’s Business, the official organ of the 
Chamber of Commerce of the United States of America, on The 
Needs and Prospects of the Railroads, and in the course of his 
remarks uses the following expression: “Unfortunately much 
legislation, although doubtless enacted in good faith, has been 
enacted without a detailed knowledge of the situation or without 
accepting the advice or suggestions of experts or even of the 
government’s own commissions. Such legislation, of course, 
impairs efficiency, demoralizes discipline and imposes unnecessary 
expenses both upon the public and upon the railroad without 
benefits to either.” 

This is a strong statement, but not a whit too strong. It has 
been the curse of our legislation, both state and national, that 
the lawmakers have in the great majority of cases been absolutely 
lacking in knowledge, but completely convinced of their own 
wisdom. The railroads have not been the only sufferers, al- 
though possibly the effect of injudicious legislation concerning 
railroads has been more widely felt than that of legislation 
affecting any other one industry. It is not, perhaps, astonishing 
that some of the state legislatures should feel able to dispense 
with what Mr. Siith calls “the suggestions of experts,” but it is 
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remarkable that the national congress should follow the unworthy 
example of state legislation. 

The only ray of hope enlightening the situation is the fact 
that people have begun to understand that the failure to call for 
and accept the advice of those who know leads to increase of 
expense and decrease of efficiency, not only in public service, but 
in all industrial and commercial activity as well. 





The “Useless” Accountant 


A western correspondent has drawn our attention to an article 
appearing in Moody's Magazine, entitled “The New York, New 
Haven and Hartford Railroad Company.” In that article the 
following sentence occurs: 

To the investor two of the most useless creatures in the world are 
an engineer with his appraisals and an expert accountant with his certified 
statements; for the more the investor reads of both, the more certain he 
is to buy securities at inflated values and lose his money. 

Upon what then is the investor to rely? Analysis by those who 
attempt to guide investors, perhaps. Possibly our readers are 
familiar with The Manual of Railroads and Corporation Securi- 
ties, which, like the magazine, bears the name of “Moody,” and 
in which the securities of various railroad companies are dis- 
cussed and analyzed. Reference to this manual discloses the 
followiny analysis in the 1913 volume: 


The bonds I consider to be absolutely safe and suitable investment 
for banks, trustees, and the most careful private investors. 

The stock can also be considered at the present time as an investment 
of the most conservative class. The above table suggests that present 
dividend is barely being *earned, but a study of the other columns and 
especially the “train-load” column shows the real latent power existing 
in this system. Moreover, the new stock issues have been largely for 
refunding purposes, and thus incr ..sed dividend requirements are to a 
large extent offset by decreased interest charges.” * * * Of course, to 
trustees and other investors of Massachusetts, Connecticut and certain 
other states where this stock is a non-taxable investment, it should at times 
be an especially good purchase, although at the same price American 
Telephone and Telegraph stock is worthy of consideration. 


Of course, when dividends on New Haven stock were dis- 
continued later in 1913, the commentator’s views were somewhat 
modified in subsequent volumes. 

Incidentally, examination of a file of annual reports of the 
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New Haven road shows that the annual balance sheets were 
certified by auditors for some years prior to 1908, but not there- 
after until after the change in administration. 

In such circumstances the question will arise in one’s mind as 
to whether or not the investor is wise in dispensing with those 
useless creatures, the accountant and the engineer. Certainly 
the answer to the question upon what the investor can safely 
rely as a substitute is not altogether clear. 
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Income Tax Department 
Eptrep sy Joun B. Niven, C. P. A. 


The rulings published this month are of an interesting character and 
suggest the following comments: 

T. D. 2201 deals with bad debts. The ruling apparently does not 
apply to bad debts in general, but to debts arising from personal service, 
rents and the like—in short, items in the gross income of an individual 
which do not arise from operations in trading and remain uncollected 
at the end of the calendar year. 

The law allows as a deduction from the gross income of an individual : 
“fifth, debts due to the taxpayer actually ascertained to be worthless and 
charged off within the year.” The ex facie meaning of the provision 
just quoted would seem to be that the taxpayer may deduct such amounts 
due to him as have been found to be, without peradventure, irrecoverable 
and have been written off during the year. No qualification would appear 
to be adhibited by the law either as to the nature of the debt or as to 
the time it may have been created, the only qualifications being that it 
must be due to the taxpayer, and that the charge off is made in the year 
during which the debt is abandoned as an asset. There may be some 
doubt (in which, however, the writer does not share) as to whether the 
qualification of time does not also cover the ascertainment of the worth- 
lessness of the debt, but, whether that be so or no, such doubt cannot 
on a fair reading of the law be made to extend to the debt itself. To a 
layman it would seem that any bad debt, or any part of a bad debt, no 
matter for what purpose it was contracted and no matter the length of 
time it had continued in existence, would be capable of being used as a 
deduction for income tax purposes provided only the debt is due to the 
taxpayer, had been previously charged up in his books—which in debts 
of this class would necessarily imply a credit at some time to his gross 
income—and that the year in which it is charged off and the year in 
which it appears as a deduction in the income tax return are the same. 

The position, however, taken by the treasury department in the admin- 
istration of the income tax law as revealed in this ruling does nox 
apparently go quite this length. 

In the first place as to the nature of the debt itself, while, as has just 
been indicated, no distinction is made under the law between one kind 
of debt and another, the treasury department has, in the administration 
of the law, promulgated regulations which have, in fact, created numerous 
distinctions. These regulations have in most part been already published 
in the pages of THe JourNAL oF ACCOUNTANCY and their terms are no 
doubt familiar to the readers. 

{t will be remembered that these regulations differentiate between 
debts which may be considered of a capita! nature and those which are 
not in that category. As regards the former—in which may be included 
boads and notes and such items as are generally placed under the head 
of investments, together with loans and advances of every description 
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of a personal and private nature—the department has declared that losses 
sustained in transactions of this nature may not be deducted in arriving 
at the net income of an individual for income tax purposes. The depart- 
ment has not so stated this view under the caption of “bad debts,” it is 
true, but it has done so under the caption of “losses,” and the ground 
for the ruling there was that the section of the law which provides for 
the deduction of losses sustained is restricted to losses incurred in the 
trade or trades in which the person making the return is engaged. It 
would appear therefore that the department is going to maintain that 
money /ent by an individual, whether to a corporation on its bond or 
note or to an individual on his bill or on open account, is an investment 
of capital and therefore not a transaction which falls under the category 
of debt, provision for which is made in the income tax law. 

As regards debts which are not of a capital nature the department has 
made a further subdivision by making a distinction of debts incurred in 
trade. It has already been pointed out that the department has indicated 
under the caption of “losses” that an individual, as such, will not be 
allowed to deduct in his income tax return bad debts of what might 
be called a personal nature, but that deductions are restricted to debts 
incurred in trade. In T. D. 2090 it was provided generally that only those 
losses are deductible which are sustained during the tax year in the 
trade or trades in which the person making the return is engaged; that is, 
in which he has invested money otherwise than for the purpose of being 
employed in isolated transactions and to which he devotes at least a 
part of his time and attention. Loss moreover to be deductible, it is laid 
down, must be an absolute loss—not a speculative or fluctuating valuation 
of continuing investment, but an actual loss actually sustained and ascer- 
tained during the tax year for which the deduction is sought to be made; 
it must be incurred in trade and be determined and ascertained upon an 
actual, a completed, a closed transaction. 

It will be noticed that debts are not specifically mentioned in the treas- 
ury decision just referred to, but there is little doubt that they are in- 
tended to be covered by it, and as a matter of fact in a recent investigation 
by an internal revenue officer the terms of this treasury decision were 
quoted as deciding the exclusion of a bad debt arising from a loan from 
an individual’s return. 

Generally speaking, that was the position of the matter when the rul- 
ing now published was issued. 

It will be observed that by this ruling (No. 2201) a further new divi- 
sion is created. The ruling is interesting if only as an illustration of 
how isolated clauses in the act may be paraphrased with the result that 
the meaning is widened, and rulings dictated which may lead to absolute 
inequity. As was pointed out when the terms of the law providing for 
the deduction of bad debts was discussed, it is impossible to find in the 
law any restriction of the time when such a debt to be eligible for deduc- 
tion should have been created, but that the restrictions were only as 
regards possibly the ascertainment of uncollectibility and certainly the 
removal from among the assets of the taxpayer. 
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The department now holds that debts on account of unpaid wages, 
salaries, rents or items of a similar character will not be allowed as 
deductions in respect of being bad debts unless the deduction is claimed 
in the same year as the one in which it is carned. The position there- 
fore resolves itself into one of a purely cash basis as far as the individual 
return is concerned. 

Such a basis might not entail much hardship on an individual whose 
income was of a fixed and permanent character, ic, from investments, 
salary, etc.; but where the chief source of income was operations in trad- 
ing, etc., to prepare the return on a cash basis would in almost all cases 
necessitate the entire restatement of the operating account for the pur- 
pose. No good object would seem to be served by such a procedure; and, 
where a person in business keeps the records of his transactions in 
accurate form, a return prepared on the basis disclosed by these records, 
whether kept on a cash basis or on the more general practice of a revenue 
basis, would one year with another bring to the goverument the same 
revenue with the minimum of trouble and expense to the taxpayer. 

However, it has been apparent for some time that the department 
has gradually been taking the position that the returns of individuals 
should be stated entirely on a cash basis. It will be remembered that 
it was recently provided that dividends, though vesting in the stockholder 
on the date on which they are declared, should be only accounted for in 
full in the return of income of individuals for the year in which they 
become due and payable. Other rulings have pointed in the same direc- 
tion. If that is now to be the settled policy of the department, it is to be 
hoped that, before the time arrives for the making of another return, 
the department will come forward and frankly require that this principle 
be adopted in all individual returns. 

This matter has been gone into with considerable detail, as the subject 
is one of some importance from a professional point of view, and the 
position of the various rulings on the subject seems to be leading to 
some confusion. 

T. D. 2209 is a decision of court and does not apply to income tax 
particularly, but to federal taxes generally. 

It is of interest as an indication of the wide powers which lie at the 
hand of the government for the recovery of taxes and the drastic meas- 
ures it may adopt to that end. In this case the government alleges that 
a manufacturing concern, by false and fraudulent representations, induced 
it to accept as a tax one-fourth of a cent, whereas the lawful tax was 
ten cents per pound of the company’s product. The free assets were 
insufficient to meet the corrected amount of tax due by the company, 
and the case in which the decision under review has been pronounced was 
brought by the government for the appointment of a receiver for the 
purpose of the recovery from the officers, directors and shareholders of 
the concern of the amounts paid out in dividends, which the government 
maintains were unlawfully paid and were not paid out cf the profits. 

It will be seen that the judge of the United States district court has 
made the appointment of a receiver, who will now proceed to make a full 
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investigation extending over the whole operations of the company; and 
should it be found that, after applying the correct assessment, no profits 
were earned by the company, it is indicated that a claim wiil be made 
against each stockholder of record at the time for the dividend illegally 
received by him. 

While it is difficult to conceive of a corporation getting into the posi- 
tion in respect of the federa: income tax that the above mentioned com- 
pany was in, still a reminder, such as this case is, of the far-reaching 
consequences of qa return to the government which does not conform 
with the statutory regulations, extending it may be even to innocent stock- 
holders, has always a beneficial and salutary effect. 

T. D. 2210 is another decision of court dealing with the corporation 
tax law of 1909, and the point at issue in this case revolves around the 
question as to what is the proper deduction from gross income in respect 
of the maintenance of the property which is being operated. It will be 
remembered that the principle which is involved in this case was also 
discussed when the expenditures which may be charged to depreciation 
reserve accounts were first considered in treasury rulings (vol. XIX, 
p. 218). 

The property involved in this case consists of a railway, and in making 
up the returns required under the corporation tax law, the railway com- 
pany deducted not only the amount of the ordinary expense account of 
the railway, but also certain items charged to additions and betterments 
account consisting of the excess cost over and above the estimated value 
and cost of replacing the superseded property which had been charged 
direct to the expense account of the railway. The amount of this account 
was, it will be seen, just what it represented to be, namely, an addition 
to the property and an addition to the value of the property of the railway 
company. As the court says: “It is an improvement of its property; it is 
an extension of its property; it is an addition not only to its inventory 
value, but to its real and actual value.” 

In deciding the case against the railway company, the judge defined 
the operating expense of a railroad as “the labor and materials which go 
into the actual operating of the road and the property”; and he further 
interpreted maintenance as fairly meaning “the upkeep or preserving of 
the condition of the property to be operated,” and not as meaning 
“additions to the equipment, additions to the property or improvements 
of former condition of the road.” 

These definitions applied generally might be accepted without serious 
objection. 





TREASURY RULINGS. 


(T. D. 2201, April 28, 1915) 
Income Tax—Bap Dests 


Bad debts which, if collected, would constitute income in their entirety, 
are not deductible in a return of annual net income unless the amount 
of such it-ms has been entered on the books of the taxpayer as 
income and such entry has been made within the year for which such 
amount is sought to be deducted as a bad debt. 
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Debts on account of unpaid wages, salaries, rents, or items of a 
similar character which, if ccilected, would be properiy included in gross 
income in returns of annual net income wiil uot constitute an allowable 
deduction from gross income as bad debts in asccrtaining taxable net 
income unless the amount representing such debts has been entered on 
the books of the taxpayer and included as income in his income «ax 
return for the year in which the deduction is claimed, and has also been 
charged off, as required by law, it being specifically provided that only 
such debts due to the taxpayer actually ascertained to be worthless and 
charged off within the year may be deducted as bad debts. An entry of 
the item on the books and its inclusion in gross income must, therefore, 
precede the charging off of such item and its deduction as a bad debt. 





(T. D. 2209, May 24, 1915) 
APPLICATION FOR RECEIVER—DECISION OF CouRT 


1. APPLICATION FoR RECZIVER. 

The government, having an outstanding assessment against the 
Capital City Dairy Co., applied to the court for the appointment of a 
receiver to recover from the stockholders moneys paid as dividends, 
which moneys should have been paid to the government as taxes. 

2. APPOINTMENT OF RECEIVER. 

The court appoints a receiver to act on behalf of the corporation 
to institute proceedings requiring stockholders to return to the cor- 
poration dividends fraudulently received. 


The appended decision of Judge Sater, of the United States district 
court for the southern district of Ohio, in the case of the United States v. 
the Capital City Dairy Co., is published for the information of internal- 
revenue officers and others concerned. 


Unitep States District Court, SouTHERN District or Onto, EASTERN 
Division 


In equity. On application for a receiver. 
United States v. Capitai City Dairy Co. 


Sater, District Judge: The averments of the amended bill briefly are 
these: The defendant corporation was, for 10 years or more prior to July 
24, 1914, engaged in the manufacture of oleomargarine. On that date 
the collector of internal revenue ascertained that it had manufactured, sold, 
and removed from its factory large quantities of oleomargarine, on which 
on account of its false and fraudulent representations, the United States 
had been induced to accept as a tax one-fourth of a cent per pound, 
whereas the lawful tax was 10 cents per pound. The collector called 
upon the defendant to account. The demand was refused. The commis- 
sioner of internal revenue estimated the tax due from the defendant to 
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be about $2,000,000. He assessed that sum against the defendant and 
certified the same to the collector. On August 25, the collector notified 
the defendant of the assessment and demanded payment, which was re- 
fused. By reason of the premises the sum assessed became a lien on the 
defendant’s property and rights of property. The notice of lien was filed 
in the clerk’s office of the judicial district and in the office of the county 
recorder. A subsequent demand of payment was made September 5, for 
the sum assessed, 5 per cent. penalty, and the interest, which demand was 
also refused. The collector thereupon took the requisite statutory steps 
and sold the property specifically described in the bill and credited the 
proceeds ($209,757.17) on the sum assessed plus penalty and interest, and 
also returned: 


No further goods and chattels and no real estate standing in the name 
of the Capital City Dairy Co. found upon which levy can be made. 


The defendant’s officers and directors, who for more than 10 years 
past have been its only stockholders, have paid themselves as stockholders 
large sums as dividends, amounting to more than $2,000,000 (the exact 
amount of each of which, the dates when paid, and the amounts paid to 
each stockholder, for want of exact knowledge, can not be stated), which 
dividends were unlawfully paid and were not paid out of the profits, 
whereby the officers, directors, and stockholders have unlawfully diverted, 
converted to their own use, and concealed large sums of property belong- 
ing to the defendant, and still continue so to do, for the purpose of placing 
it beyond the plaintiff’s reach. The defendant is insolvent, has abandoned 
the objects and purposes for which it was created, has no property on 
which distraint and levy can be made, or out of which the United States 
can make the sum due it, the defendant’s property having been diverted, 
converted, and concealed as above mentioned. The remedy at law has 
been exhausted and relief can be had in equity only. A receiver is neces- 
sary to pursue and reduce to possession and to take charge of the Ge- 
fendant’s property, money, and assets so wrongfully and illegally diverted, 
converted, and concealed, that the same may be used to satisfy the assess- 
ment and lien of the plaintiff. The stockholders, directors, and officers all 
having participated in the wrongdoing, it would be useless to demand that 
the corporation proceed to recover its aforesaid equitable interest and 
assets, and if its property is not seized there is great danger of its being 
placed beyond the plaintiff’s reach. The plaintiff asks that its lien be 
declared valid, subsisting, and a first lien upon all the defendant’s property 
and rights to property, that the amount of such lien, with interest and 
costs, be allowed to the plaintiff; that in default of its so doing, the de- 
fendant and all others claiming under it be forever barred and foreclosed 
of all equity of redemption and all claim in and to such property and 
rights to property, which it is asked may be sold to satisfy the lien, and 
the proceeds arising therefrom be applied to its payment. A receiver is 
also asked to take possession of all property and interests of every kind 
and character belonging to the defendant, with power to collect and reduce 
to possession by appropriate legal proceedings, or otherwise, the right to 
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property belonging to the defendant in the money and property diverted 
and converted to their use and concealed by the officers, directors, and 
stockholders of the defendant company, and that upon final hearing the 
sums recovered from such persons be applied to the payment of the plain- 
tiff’s assessment and lien, and that an accounting of the defendant's 
assets and liabilities be had, and for all other and further relief. The 
petition is verified on belief. 

In support of the petition are two affidavits. That of the collector 
recites the action of the commissioner of interna! revenue, the proceedings 
to sell the defendant’s property, the sale, the application of the proceeds 
arising therefrom, the balance due on the plaintiff’s assessment and lien, 
the absence of leviable property of the defendant out of which to make 
such balance; that he has examined the defendant’s books for 10 years 
past; that such examination convinces him that the officers and directors 
paid about $2,000,000 in dividends out of funds which should have been 
paid to the United States as taxes, and that but for such dividends the 
defendant would have had no profits for distribution. He expresses the 
belief that unless a receiver is immediately appointed, with authority to 
recover, reduce to possession, and preserve the assets and property of 
the corporation wrongfully diverted, converted, and concealed, there will 
be a further concealment, diversion, and dissipation of the same by the 
persons having possession thereof, and that the plaintiff will thus be left 
remediless. 

The affidavit of the deputy collector recites the levy and sale, his in- 
ability after diligent search to find any property belonging to the defendant 
other than that sold, and his belief, resulting from his investigation, that 
the defendant is insolvent. 3 

The affidavit of Corbett, filed by the defendant, admits the sale set 
forth in the bill, denies that the defendant has abandoned the purposes 
and objects for which it was created, and that any of the officers, directors, 
and stockholders are about to convey assets of the defendant or of their 
own to place the same beyond the plaintiff's reach. He also denies that 
the defendant is indebted to plaintiff. 

There is an averment in the petition, which is denied by certain affida- 
vits filed by the defendant, that one of their number (Dennis Kelly) 
conveyed with wrongful intent property worth $350,000. Amplification 
as to this feature of the case is not, for present purposes, necessary. 

Giving the denials made in behalf of the defendant and the inferences 
to be drawn from them their full value, and considering all the fact, 
freely admitted in oral argument, that the defendant did not appeal to the 
commissioner of internal revenue, as it might have done under section 
3226, Revised Statutes, it must be found, for the purposes of this hearing 
and for such purpose only, that the weight of the evidence is with the 
plaintiff; that the several steps taken by the commissioner of internal 
revenue and the local collector and his deputy were taken as named in 
the petition—such facts not being controverted—that the defendant has 
no discoverable property subject to seizure; that it has no working cap- 
ital or funds of any kind; that the United States has made prima facie 
proof of its claim; that it has a prima facie valid lien on the property and 
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belongings of the defendant; that the defendant is prima facie insolvent; 
and that the source, amount, and legality of dividends paid to the stock- 
holders is a proper subject of investigation. 

The relief which the plaintiff seeks inevitably involves an accounting 
on an extensive scale. The investigation to be made will extend over a 
period of 10 years. The daily output of the defendant’s factory and 
the amount of the defendant’s product daily removed from its factory 
and put into the channels of trade, and also the amount of taxes charge- 
able against the same, whatever may be the correct rule applicable, will 
have to be determined. Whether the dividends were declared annually, 
semi-annually, or quarterly is not stated; but whatever their number may 
be, each is to be investigated. The sources of the profits distributed on 
each occasion, the amount paid to each stockholder, the separation of the 
legal (if any) from the illegal profits and sums distributed, if fraud be 
proved, and the interest on each respective illegal payment to each stock- 
holder from the date it was made, will have to be ascertained. Books of 
account for the whole of the period in question and the entries made 
thereon will have to be examined, and evidence given concerning them. 
Comparison of the results wrought out from such books will have to be 
made with the statements submitted from time to time to the government. 
All of the above will be necessary in a suit against the defendant alone, 
whether such suit be at law or in equity. Considering how difficult it 
would be for a judge and jury, in a trial according to the strict rules of 
common law, where a jury must hastily agree upon a verdict before they 
separate, to correctly determine the rights of the parties in the present 
case, the reasons for equitable jurisdiction become apparent. The evidence 
will necessarily be voluminous. Just deductions from it can be drawn 
only in a court in which a careful, patient, and extended examination of 
all such evidence can be made after it is submitted. A court of equity, 
with its authority to select and appoint a master and refer the cause 
to him, and with ample power to adapt its proceedings to the requirements 
of the case as it progresses, is the only tribunal fit to fairly try and justly 
decide the issues that may be presented in the case. The plaintiff has no 
adequate remedy at law for the wrongs of which it complains. It seeks to 
enforce a lien, to recover misappropriated funds, to set aside a fraudulent 
diversion of them, and so to restore them as to satisfy its claim and lien. 
The case falls within the rule announced in Lively v. Picton (218 Fed., 
401, C. C. A., 6); Miers v. Zanesville & Maysville Turnpike Co. (11 Ohio, 
273), is instructive and helpful. See also Hayden v. Thompson (71 Fed., 
60, C. C. A., 8); Fetcheler v. Palm Bros. & Co. (133 Fed., 462, C. C. A,, 
6); Gunn v. Brinkley Car Works & Manufacturing Co. (66 Fed., 382) ; 
Castle Creek Water Co. v. City of Aspen (146 Fed., 8, C. C. A., 8). 

If the fraud charged was perpetrated, the money which arose in con- 
sequence of the fraud and was paid as dividends is still the defendant’s 
money. The transfer was void—was a nullity—as against the plaintiff, 
and the money so paid is held in trust by the several stockholders, respec- 
tively, and the plaintiff by operation of law has a claim on it (10 Ohio, 
231, 232). Both a fraud and a trust are involved. The assessment de- 
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clared by the revenue department is of such a high character as a lien 
that by statutory provision the plaintiff to satisfy it can foreclose as against 
real estate and seize and sell personalty. The plaintiff, if it has any right 
at all, has a lien on the funds in the stockholders’ possession, not en- 
forcible at present because they claim title adversely. The ultimate object 
is to overthrow that claim, divest them of possession, and subject the 
property to the plaintiff’s lien for its satisfaction. But for the fraud of 
the officers and directors, if it be ultimately found to exist, the money 
distributed as dividends would have been paid to the United States. Only 
the defendant’s fraudulent statements to the United States left the 
money in the defendant’s hands. If the plaintiff finally establishes its 
case, it will appear that the directors, officers, and stockholders knowingly 
and fraudulently withheld such money from the plaintiff. It is essentially 
an equitable proceeding for impounding the defendant’s tangible (if any) 
and intangible corporate assets and applying them to the payment of the 
defendant’s obligations to the plaintiff. 

On the facts presented, the plaintiff was not required first to obtain a 
judgment. The case is ruled by the federal cases above cited and especially 
that of Lively v. Picton. See also Hedlund v. Dewey (105 Fed., 541). 

Instead of an extended opinion reviewing authorities and assigning 
reasons at length for conclusions reached, there is hereto attached a 
synopsis of the law and notes preserved in the study of the case. It is 
believed that correctly put together they sustain the conclusion reached 
and that they may be helpful to both counsel and the court in the future. 

There are some cases in which a receiver should be a distinctively 
business man, because the services required demand the sound judgment 
and that high degree of skill which exclusive devotion to a particular 
kind of business can alone assure. In other instances the requirements of 
a receivership will be such as to readily suggest that a trained lawyer 
should be named, because the service that will be required calls for pro- 
fessional skill. This, in my judgment, is such a case The situation sug- 
gests that the receiver’s main work will be that of litigation. E. L. Taylor 
is appointed receiver. Suggestions will be heard as to the amount of his 
bond. 

The amended bill has been filed, and all exceptions, motions, affidavits, 
and other instruments have been refiled as going to such bill. 

All exceptions and rights which either party has or believes it has may 
be reserved. 


(T. D. 2210, June 1, 1915) 
Special excise tax on corporations 
1. Depuctions From Gross INCOME. 

Deductions for expenditures for additions and betterments to the 
property, such as expendit.res for sidings or spur tracks, are not 
authorized. 

2. Operatinc Expenses DEDUCTIBLE. 

The payment for labor and materials which go into the actual operat- 

ing of the road and the property are deductible. 
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3. EXPENSES OF MAINTENANCE DEDUCTIBLE. 

Maintenance means the upkeep or preserving of the condition of the 
property to be operated and does not mean additions to the equipment, 
additions to the property, or improvements of former condition of the 
road. 

4. Cost or IMPROVEMENTS. 

Where old rails are replaced with new and heavier rails, wooden 
bridges and culverts with concrete and steel bridges and culverts, the 
rule is that the cost of renewals with like kind and quality is allowable, 
but excess cost is not allowable as deduction. 


5. Expenpitures INcLupED In INCOME. 
Amounts expended for improving and adding to the property, such 
as building new stations and new shops, installing new machinery, and 
making additions to equipment, are included in income. 


The appended decision of the United States district court for the 
western district of Michigan, southern division, in the case of the Grand 
Rapids & Indiana Railway Co. v. Doyle, collector, is published for the 
information of internal-revenue officers and others concerned. 





District Court OF THE UNITED States, WESTERN DIVISION OF MICHIGAN, 
SouTHERN Division. 


Grand Rapids & Indiana Railway Co. v. Emanuel J. Doyle, collector. 
CHARGES. 


GENTLEMEN OF THE JURY: Counsel upon both sides have requested the 
court to direct a verdict, counsel for the plaintiff asking for a directed 
verdict in the sum of the taxes paid under protest, with interest the:eon, 
and counsel for the defendant asking for a direct verdict of no cause of 
action. The facts are undisputed and present no controversy. Therefore 
the issue which is presented is purely one of law end for the determination 
of the court and not of the jury. 

By section 38 of the tariff act of 1909 congress provided for the im- 
posing of special excise taxes upon all corporations doing business for a 
profit and having capital stock represented by shares, whose net income 
exceeded the sum of $5,000 in any one year. The amount of the excise 
tax so to be laid was 1 per cent. of the net income of each corporation 
during one year in excess of the sum of $5,000. 

The statute provided that the taxable net income of every such cor- 
poration should be ascertained and determined by making certain deduc- 
tions from the gross income of the corporation. Among other sums to be 
deducted from the gross income in ascertaining the amount of the net 
income which would be taxable, was all the ordinary and necessary ex- 
penses actually paid within the year out of the net income in the main- 
tenance and operation of the corporation’s business and properties. This 
controversy arises out of that provision of the statute. The plaintiff 
contends that the deduction authorized by that provision of the statute 
includes such items as it has deducted from its gross income for expendi- 
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tures made in so-called additions and betterments to its property. The 
defendant contends that deductions for expenditures for additions and 
betterments are not authorized. 

During the years 1910, 1911 and 1912 the Grand Rapids & Indiana 
Railway Co., the plaintiff, was one of the corporations in this district sub- 
ject to the excise tax imposed by this statute. 

The statute further provided that each year every corporation subject 
to the tax should make a return to the commissioner of internal revenue, 
and that such return should state the gross income of the corporation from 
all sources and should state the amounts of the various deductions made 
from the gross income as authorized by the statute. 

The plaintiff in each of the years, and within the proper time, made 
such a return to the commissioner of internal revenue. The return, in 
form at least, satisfied the requirements of the statute. Upon that return 
in each year, the commissioner of internal revenue made an assessment 
and laid a tax as required by the statute. The taxes so laid and assessed 
were paid by the plaintiff. Thereafter, and after an investigation and an 
examination of the books and records of the plaintiff by government 
agents, the commissioner of internal revenue decided and determined that 
certain deductions had been made from the gross income of the plaintiff 
which were not authorized by the statute, and thereupon the commissioner 
made a new return as authorized by the statute and a new assessment and 
levied a tax of 1 per cent. upon the new assessment. The plaintiff paid 
the extra taxes so levied, and has brought suit to recover back the 
amount so paid, the payment having been made under protest. 

The items making up the deductions originally made by the plaintiff 
from its gross income and determined to have been improper by the com- 
missioner of internal revenue cover various expenditures, but all, in 
reality, of like or similar character. Those expenditures are for additions 
and betterments to the property of the railway corporation and include 
expenditures for sidings and spur tracks. In each instance the siding 
or spur track which was constructed was either a new siding or spur 
track or a new extension of an old siding or spur track. In other words, 
it was an addition in each instance. Those sidings or spur tracks in the 
majority, I will say in most instances, were what are termed “industrial 
sidings” or spur tracks. In other words, they were sidings put in to 
reach industrial establishments located along the line of the railway and 
for the purpose of serving patrons of the road. Other items include sid- 
ings which were placed upon the main line of the road, and by the main 
line I do not mean the main line of the road as distinguished from its 
branches, but I mean the line of the railway, main line and branches 
included, as distinguished from sidings and spur tracks. Those sidings 
were in some instances passing sidings and put in for the purpose of ex- 
pediting the traffic of the road and improving the traffic facilities. In 
other instances they were Y tracks, or in at least one other instance it 
was a Y track put in for the purpose of turning the engines and cars and 
trains of the road. 

Another item of expenditure involved in this contrédversy was the im- 
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provement of the roadbed, including the rails. During each of these years, 
1910, 1911 and 1912, the rails upon certain portions of the road were taken 
up and the old rails were replaced with new and heavier rails. Bridges 
and culverts were replaced with new ones of better material; wooden 
bridges and culverts were replaced with concrete and steel bridges and 
culverts, more expensive and more valuable. Anothr item of expenditure 
in the improvement of the right of way was the replacing of the gravel 
ballast with slag upon portions of the road. Another item was the im- 
provement of frogs and switches that were put in either at sidings or at 
crossings. 

There were also built along the line of the railway new stations. 
Sometimes the new station was built at a place where there had been no 
station. At other times an old station building was replaced with a new 
and better and more costly building. Improvements were made also. by 
the addition of a system of block signals on the southern division of the 
road. In one instance at least a warehouse was purchased and used which 
constituted in fact a freight house. New shops were built at Grand 
Rapids and new machinery was installed for certain purposes. Overhead 
crossings were built to separate the grades of a crossing railroad. The 
telegraph and telephone lines were, upon parts of the right of way, re- 
placed, and while the testimony is not very clear on that subject, the 
inference is that the old line was replaced with a better and more ex- 
pensive new line. Additions were also made to the equipment of the road. 
In one year 150 new freight cars were purchased. In another year 138 
new cars were purchased and payments were made upon contracts which 
had been entered into in years previous for the purchase of cars, the 
title to which had been retained by the seller. In other words, it was a 
conditional sale of cars, and the purchase price of the cars was to be paid 
in yearly installments and in, I think, two of the years an installment 
came due and was paid, and a certain part, one-half of the principal, so 
paid, was put in this item of additions and betterments and deducted from 
the gross income of the railway. Certain lands were purchased for the 
purpose of increasing the facilities at the stations. That, in a general 
way, covers the expenditures that were made. 

In ascertaining the amount which should be charged to the ordinary 
expense account of the railway and the amount that should be placed in 
this account of additions and betterments, this practice was pursued: 
For example, in replacing old rails with new there was charged to the 
expense account the estimated value and cost of replacing the old rails 
with rails of the same weight, and there was charged to additions and 
betterments account the excess over and above the sum charged to the 
expense account represented by the excess weight of the rails. In other 
words, when rails were improved by putting in heavier rails than the old 
ones, the estimated cost of replacing the old rails with new rails of like 
weight was charged to expense, and the excess cost was charged to addi- 
tions and betterments. The same was true of the stations which were 
built. If an old station was replaced with a new one; say an old wooden 
station replaced with a brick and stone or concrete building, the estimated 
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expense of replacing the old building with a new one of the same material 
was charged to expense, while the excess cost of the brick and stone build- 
ing over the wooden one was charged to additions and betterments. The 
same method was pursued in making all of the charges that are contained 
in this account of additions and betterments. 

The precise question to be determined is this: Under the statute, in 
accordance with which the excise tax was levied, are these so-called 
additions and betterments a part of the ordinary and necessary expenses 
of the maintenance and operation of the railway company’s business and 
property? That question is really one of first impression. Few authorities 
have been cited by counsel upon either side. In fact, there are few 
decisions of the courts which are applicable to this comparatively new 
statute. 

Some decisions have been cited by counsel for the plaintiff whose 
bearing is at least quite remote. One case has been cited, decided by the 
supreme court of the United States, in considering the statute authorizing 
the construction of the Union Pacific Railroad. It is evident that th: 
statute there under consideration by the court was for an entirely differ- 
ent purpose than the statute here under consideration. In the occurrence 
out of which that case arose, the government of the United States was 
seeking to aid and promote the building of a railroad to accommodate the 
growing western portion of this country. In effect, if not in fact, the 
government entered into a partnership in the building and construction 
and early operation of that road. This section of the tariff act, whatever 
may be said of the other sections, does not involve the protection or pro- 
motion of railways or other industrial corporations. It is purely a revenue 
statute and must be considered from the standpoint of revenue to be 
derived by the governn.ent. Other cases have been cited which relate to 
early excise statutes. In each of the two cases that have been cited, the 
court specifically confined its decision to the statute then under considera- 
tion, and the statute under consideration in each of those cases was, in 
terms, different from the present one, and therefore we can derive very 
little aid from those decisions. 

One case has been cited by counsel for the plaintiff which involves a 
construction of this provision of the statute here under consideration. 
That decision, as I read it, is in effect against the contention of the 
plaintiff. In that case an insurance association claimed the right to deduct 
from its gross income amounts which it had expended in replacing old 
office furniture with new. The stipulation of facts in that case specifically 
states that it was a mere renewal of the old furniture, and it is a fair 
inference that the furniture was renewed with furniture of like kind and 
quality as the old. 

In this case, the cost of renewal with like kind and quality has been 
charged to expenses, and has been allowed, and it is only the excess cost 
that has been charged to the account of additions and betterments and 
been disallowed by the commissioner of internal revenue. 

On the part of the defendant, there has been cited a treasury decision. 
While that decision, which in fact is a rule promulgated for the guidance 


55 








The Journal of Accountancy 


of revenue collectors of the government, is entitled to some consideration, 
it is not entitled to great weight, because to make it controlling would be 
permitting a party to a lawsuit to formulate and determine the rule of 
law by which his case should be decided. The party promulgating the 
rule contained in that treasury decision is the party defendant in this 
action, and, of course, courts cannot permit a party to a lawsuit to say 
what the rule of law for the decision shall be. 

There has also been cited the requirements of the interstate com- 
merce commission relative to a uniform system of accounting, or accounts 
to be kept by railway companies. That rule or requirement is important 
in one respect and in only one. That rule was promulgated by the inter- 
state commerce commission in 1907. The act of congress here under 
consideration was enacted in 1909, and it is to be presumed that congress 
knew and took into consideration the system of bookkeeping or accounting 
which had been required by one of the government agencies, the inter- 
state commerce commission, and enacted this statute in view of that 
requirement. By the terms of that requirement, railroad companies were 
required to carry on account of additions and betterments like the account 
which has been carried by this plaintiff, and into which these expenditures 
have been placed. 

So, as I say, the case is reaily one of first impression, and has to be 
decided from the statute itself and not from the decisions of the courts 
or from the decisions of quasi courts or government agencies. 

Are these expenditures included in the “necessary expenses of the 
maintenance and operation of the plaintiff’s railway property and busi- 
ness”? In my judgment, they are not. In each instance it is an addition 
to the property and an addition to the value of the property of the rail- 
way company. It is an improvement of its property; it is an extension 
of its property; it is an addition, not only to its inventory value, but to 
its real and actual value. 

It is a well-known fact that corporations in general, both railway and 
manufacturing companies, in a majority of cases do use a part of their 
net earnings and income in the extension and improvement of their 
plants and property and business. Nearly every corporation of an indus- 
trial character does that, and in many cases industrial corporations do 
not declare dividends for a number of years after their organization, for 
the very reason that they are extending and improving and adding to 
their property. But amounts expended in additions are no less income 
than they would have been if they had been paid to the stockholder as 
dividends, and no less income or additions to the value than as if the 
amount had been carried in a surplus account and placed in the bank. 

Banking corporations buy office furniture and build bank buildings out 
of the surplus account which has been derived from the income, but it is 
none the less an addition to the value and the capital and the property 
of the bank. Manufacturing institutions make additions to their factories, 
install new machinery, increase their equipment, and do all this out of 
their income, but it is none the less income, and it none the less adds to 
the value and the capital and the money invested in the plant. Other 
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industrial institutions take the money that is income and invest it in addi. 
tions to the plants and declare stock dividends. 

If the contention of the plaintiff in this case be correct, a manufactur- 
ing company or a railway company, if prosperous, could add to its plant 
and equipment and property and increase it tenfold and still not be re- 
quired to pay the excise tax imposed by this statute. I do not think that 
was the intention of congress. I do not think that such an intention caa 
fairly be inferred from the language of the statute itself. 

Everyone knows what is usually meant by the operating expenses of 
a railroad—the payment for labor and materials which go into the actual 
operating of the road and the property. The difference comes, if there 
be a difference, in the interpretation of what is meant by maintenance. 
It fairly means the upkeep or preserving of the condition of the property 
to be operated, and does not mean additions to the equipment, additions 
to the property, or improvements of former condition of the road. 

It follows that the deductions originally made by this plaintiff in its 
return of its gross income were improperly made, and that the excess 
tax assessed by the commissioner of internal revenue upon the amount 
represented by these additions and betterments was properly assessed, 
and the plaintiff is not entitled to recover back the taxes so paid. 

Your verdict will be in favor of the defendant. 
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Having occasion recently to look up some points in regard to notes 
and bank cheques, it occurred to the writer that the readers of this 
department might be interested in an exposition of some of the more 
common mistakes that business men make when they sign or endorse 
notes and cheques. While it may seem that the points discussed are of 
a legal rather than of an accounting nature, the knowledge of the law 
required is no more than should be possessed by every accountant and 
even by a first-class bookkeeper. The lawyer of a firm or corporation is 
seldom in a position to know of the mistakes made by his clients until he 
is called on to defend them against the result of those mistakes, and it is 
then usually too late to do any good. The accountant who is auditing the 
accounts and the bookkeeper who is in charge of them both come in 
contact with the paper in the course of their routine duties, and should 
be able to warn the client or the employer in time to prevent any serious 
mischief being done. 

Official signatures. Qne of the most frequent errors is in the execution 
of a document requiring an official signature. Recently a club that was in 
very poor financial position resorted to the expedient of borrowing money 
from some of its members, giving them the club’s notes for the amounts. 
The action was properly authorized by a vote of the board of directors, and 
the treasurer was empowered to sign the notes for the club. The treasurer 
was an assistant cashier of a large bank, presumably thoroughly posted 
in regard to notes. He made the notes out by saying in the body 
“we promise to pay, etc.,” and signed them 

The Blank Club of Chicago. 
J. D. Robinson, Treasurer. 


An accountant called his attention to the fact that this signature held 
him individually as a joint maker with the club. The proper form would 
have said in the body “The Blank Club of Chicago promises to pay” and 
the treasurer should have signed the name of the club ‘“‘by J. D. Robinson, 
treasurer.” This clearly indicates that he is acting in his official capacity 
and that the club is signing the note by his hand. The affixing of the 
word treasurer to his name in the first signature is held by the courts to 
be merely a descriptive title, identifying him, as if he had said, “secretary 
of group one, Illinois bankers,” if he had happened to hold that office. 
As one authority says: “The courts invariably give no more force to the 
affix agent, president, treasurer, etc., to the signer of commercial paper 
than they would if such signer added the affix Democrat, Presbyterian, etc. 
By adding such title the courts would not inquire as to whether the 
national committee of the Democratic party, or the Presbyterian general 
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assembly were to pay the paper. Usually all official designations are 
treated by the courts as mere descriptions of the person.” 

Again, if Mr. Robinson had protected himself by properly executing 
and signing the notes, he might have made himself personally liable by an 
apparently official endorsement. If he had drawn the notes payable to 
J. D. Robinson, treasurer, and had then transferred them to the lenders 
of the money by signing an endorsement J. D. Robinson, treasurer, he 
could be held as endorser, although not as maker. 

McMaster’s Commercial Digest quotes a case where two notes made 
out in an exactly similar manner were held by different parties, one of 
whom obtained judgment against the corporation and the other against 
the officers as individuals. The notes had the name of the corporation, 
Wallace Iron Works, printed across the left hand end, or “heel,” but the 
name was not used in the body of the notes nor in the signatures. The 
notes were signed merely “William Wallace, pres’t—George T. Snyder, 
sec’y.” 

The same principle applies to the signature of an agent. If Richard 
Roe is the duly authorized agent of John Doe, he must sign “John Doe, by 
Richard Roe, agent.” If he signs “Richard Roe, agent for John Doe,’ 
he is held individually, but John Doe is not. Any person who receives 
paper executed even in correct form by an agent should, of course, be 
sure that the agent’s authority covers that particular class of paper. A 
person may be empowered to sign cheques for another, but may not be 
authorized to execute notes or draw time drafts for him. 

Trust Funds. One of the most frequent criticisms that an accountant 
is called on to make in regard to the action of a client is one with refer- 
ence to the treatment of trust funds. Too often they are mixed with 
the personal assets of the trustee to such an extent that they may be 
encroached upon with entire innocence, because without the knowledge 
of the trustee. Sometimes they are used in an altogether unauthorized 
way through the ignorance of the trustee as to his duty in regard to them. 
An accountant in auditing the accounts of a cemetery association discov- 
ered that the trustee of the perpetual care fund had lent $5,000.00 of 
the fund to his own firm. There was no question as to the loan’s being 
good, but the accountant took the ground that a person had no right to 
borrow himself the funds for which lue was trustee. 

A trustee who deposits money or takes title to investments representing 
trust funds in his individual name becomes personally responsible for any 
loss that may be incurred. An executor, administrator or guardian may 
invest money belonging to the trust in a mortgage, and for convenience 
may have the note and mortgage drawn to himself individually, Although 
he acts in perfect good faith, probably in ignorance of the law, he is per- 
sonally liable for any deficiency if on foreclosure the property should 
sell for less than the mortgage. In the same way if he deposits trust 
funds in a bank in his individual name, he is personally responsible for 
any loss that may be incurred through the failure of the bank, even though 
he may be able to show that the account was a special one for the trust 
funds only, and did not at any time include any of his own money. 
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An executor, administrator or trustee cannot bind a trust estate by 
executing a note or contract, even when it is clearly for the benefit of 
the trust, unless specifically authorized to do so by an order of court. 
In one case where there was a note of the testator outstanding at the time 
of his death, the executor renewed it when it became due, by giving a 
new note for the same amount, properly signed “Estate of John Doe by 
Richard Roe, executor.” It was held that Richard Roe was not per- 
sonally responsible, because he had signed the note as executor in a 
proper manner, and that the estate of John Doe could not be heid, because 
the note had not been authorized by the court. 

A mistake that is frequently made is the payment of his individual 
indebtedness by one of a firm of partners by the use of the firm’s cheque 
signed by himself. If Smith and Jones are partners under the firm name 
of Smith & Jones, and Smith pays Robinson an amount which he indi- 
vidually owes him by giving him a cheque of Smith & Jones signed by 
Smith himself, Robinson would be liable to Jones for the amount, if 
Smith concealed the transaction from Jones, and he would also be liable to 
creditors unless he could show that Jones knew of, and consented to, the 
giving of the cheque. If Smith were acting in good faith he should have 
had the cheque drawn to his own order and signed by Jones, even if 
Jones was not ordinarily in the habit of signing cheques. Smith could 
then have endorsed it to Robinson without making the latter responsible. 

The same principle holds with regard to cheques drawn by the cashier 
of a bank or the treasurer of a corporation in their official capacities for 
the payment of their individual debts. If the City Dry Goods Company 
has an account on its books with John Doe for goods furnished to him 
and his family, and allows him to pay his bills with official cheques, as 
cashier’s cheques if he is cashier of a bank, or the cheques of a corporation 
of which he is treasurer, signed by him as treasurer. the dry goods com- 
pany is liable to the bank or to the corporation if John Doe should prove 
to be short in his accounts, to the amount of all the cheques so received. 
The principle involved is that an official must use his official signature 
only in an official capacity. If the person receiving the cheque knows 
that it is not in payment of a debt due from the bank or corporation, he 
has notice that the officer is acting in an unauthorized manner, and 
thereby makes himself a party to the wrong act. 

An accountant or a bookkeeper who knows that his client or his 
employer is in the habit of drawing such cheques should notify him of 
the irregularity, and should induce him, if possible, to abandon the prac- 
tice. A bookkeeper would be in a better position to know whether his 
employer received such cheques than would an accountant who seldom 
sees many of the remittances received by his client, and is not so likely 
to call his attention to the danger he is incurring. 

Many financial officers are very careless in the way in which they 
place their signatures upon documents. Not to mention the risk they 
incur by signing cheques in blank, to be filled up by a subordinate, they 
often run another risk, which is not so apparent, by carelessly endorsing 
cheques in blank. If John Doe is treasurer of a corporation it will fre- 
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quently happen that customers will remit by cheques payable to him per- 
sonally, instead of to John Doe, treasurer. If the cashier brings him these 
cheques, he should not endorse his personal name on them, unless the 
depositing stamp of the corporation has first been placed on the back of 
them. If he does, the cashier can deposit them to his own credit in his 
own bank, without committing forgery, and the bank receiving the deposit 
will not be liable, since there is nothing on the cheques to show that 
they are the property of the corporation. Of course, the cashier will be 
guilty of a conversion of the funds of the corporation to his own use, 
but that is not nearly as serious a matter as forgery. 

The president of a corporation will frequently sign cheques or certi- 
ficates of stock in blank, when his is only one of two signatures necessary. 
By so doing he is placing himself absolutely in the power of the treasurer 
or secretary and is virtually rendering nugatory the by-law which requires 
both signatures. 

Forging one’s own name. It is possible for a person to endorse his 
own correct name on a cheque and yet commit forgery by that act. 
A board of trade house in Chicago had a customer named, we will say, 
John D. Robinson, who lived in an eastern city. One day when he had a 
credit balance of something over $1,800.00, he ordered the account closed 
and the balance remitted to him, and the manager so instructed the book- 
keeper. By some oversight Robinson’s address was not on his ledger 
page, and the bookkeeper did not know that he was an out-of-town 
customer. He looked up the name in the Chicago directory and sent 
the statement and cheque to the Chicago address. The John D. Robinson 
who received the cheque had no difficulty in identifying himself at the bank 
and in collecting the money. He would have been punished for forging, 
if he had not refunded the amount, because, although he had signed his 
own right name, he had not signed the genuine signature of the mght 
John D. Robinson, and because he had consciously signed the name of 
the wrong man, since he knew that he had not any claim on the board 
of trade firm. 

One man in Chicago received three separate cheques at different times 
from a local business concern, all payable to his exact name, but which 
were intended for a resident of New York. Fortunately he knew enough 
not to use them. 


Stock Donatep to Cover DerFicit 
Dear Sir: 

I will appreciate an elucidation of the following problem: A stock 
company at the time of organizing issued $50,000.00 preferred stock. After 
operating for a period of years the company became financially embarrassed 
and in order to avoid bankruptcy the stockholders agreed to give back 50% 
of their stock which was to be re-sold, the proceeds to be used in liqui- 
dating the liabilities of the concern. Only a portion of this returned stock 
had nm re-sold at the time of making the balance sheet, the unsold 
balance being held by a trustee. 

How should this be handled in the books of the company, and how 
should it appear in the balance sheet? 

Very _— gours, 


Coshocton, Ohio. . Curtis. 
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It is impossible for this department to keep track of the corporation 
laws of all the states. The last Ohio authority at hand says that a cor- 
poration may become the purchaser of its own stock only when necessary 
to secure payment of debts owing to it. If this is held to bar the pos- 
session of treasury stock through donation, any stock coming into actual 
ownership by the company would probably be considered as cancelled. 
The fiction of possession by a trustee would not avail, when it can be 
shown that the stock is actually to be sold for the benefit of the company. 

If this is the law, the stock could not be put on the books at all, except 
as it was sold. It is almost certain, although we believe never actually 
so decided, that in Illinois stock appearing on the books of a corporation 
as an asset, either as treasury stock or as stock held by a trustee of the 
board of directors, is actually cancelled and cannot be re-issued, except 
by applying to the secretary of state for permission to increase the capital 
stock from the diminished to the original amount by a new issue. 

If this is the case in Ohio, the only safe way to treat the matter would 
be by placing the stock in the hands of a trustee, with instructions as 
to how it was to be disposed of. Not being an original issue to any 
purchaser, it can be sold at a discount without making the purchaser liable. 
No entry should be made on the books except as stock was sold, when 
the proceeds would be charged to cash and credited to deficit, with the 
explanation “contribution by stockholders to make good the deficit.” 

In a state authorizing the holding of treasury stock, the donation can 
be placed on the books at once by a charge to treasury stock at par and 
a credit to donated surplus. When any stock is sold treasury stock would 
be credited at par and cash charged with the amount realized, the difference 
being charged or credited to donated surplus. Then donated surplus would 
be charged and deficit credited with the amount of cash received. This will 
keep treasury stock and donated surplus always equal, and will give deficit 
account the benefit of the actual realization of the sale of stock as it is 
disposed of. Of course, if deficit account should develop a credit balance, 
it would be transferred to a surplus account. Unless it is certain that 
the treasury stock will be sold at or above par, it is better not to credit 
the whole amount to deficit at first. 


IMPROVEMENTS ON LEASED PROPERTY 


Dear Sir: 

Will you please answer the following question through the Students’ 
Department of THE JOURNAL OF ACCOUNTANCY? 

An individual leases store-room in a new building for opening a new 
retail store. The lessee has to make some changes in the store-room at 
his own expense. These changes consist of building a balcony and some 
show windows, putting in some additional plumbing and putting on screen 
doors. Should the cost of this be charged off as “expense” or should it 
be carried as “fixtures” or “‘equipment”’? 

Yours very truly, 

Cincinnati, Ohio. J. W. Cassin. 


Neither treatment is correct. 
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An analysis of the matter will show that if the landlord had paid for 
the changes, he would have increased the rent sufficiently to cover the 
original cost, and enough more to represent his rental profit. If the 
improvements were not such as to make the property more valuable to 
any other tenant, the additional rent would have to be large enough to 
repay the outlay during the life of the lease. It will be readily seen 
that it is the tenant who eventually pays for the improvements, as part 
of his rent. 

If the tenant pays for the changes, he is merely anticipating the 
increased rental by paying it all at once. The only difference is that he 
will not expect to make a rental profit, but at the most will include 
ordinary interest in the cost. He should charge “improvements on leased 
store” with the entire cost. He should then ascertain what sum applied 
monthly will extinguish this cost, together with interest on the diminish- 
ing balance of the account during the life of the lease. This monthly 
sum will be a charge to his rent acccunt, in addition to the cash rent 
paid to the landlord. The monthly entry would be: 


Rent 
To interest 
Improvements, leased store 


At the expiration of the lease, the improvement account will be entirely 
credited off. 

This would be the theoretical treatment. Practically a business man 
would not see the use of charging profit and loss with rent in one place 
and crediting it with the same amount as interest in another. He would 
probably divide the cost of the improvements by the number of years 
the lease had to run, and would charge that amount to rent annually. 


INTEREST ON DRAWINGS OF PARTNER 


Dear Sir: 

I am a subscriber for your valuable magazine and have been working 
on a set of books of a firm, the two partners to which have decided to 
dissolve. ‘ 

They have been in business for about twelve years. On several occa- 
sions each has signed agreement that their salary shall be $400.00 a month. 
The partners shared equally in the investment and put in $50,000.00 each. 
The books have been kept with profit and loss account, with one transfer 
during the time of $15,000.00 each to investment account. 

The first year, notwithstanding the agreement as to salary, A draws 
over and above his salary $6,200.00; the second year, $8,400.00; the third 
year, $3,600.00; the fourth year, $2,300.00; the fifth year, $5,000.00; the 
sixth year, $4,500.00; the seventh year, $4,900.00; the eighth year, $4,000.00; 
the ninth year, $8,000.00; the tenth year, $4,700.00; the eleventh year, 
$11,000.00; and the twelfth year, $8,100.00. 

B withdrew the first year, over and above his salary and notwithstand- 
ing the above agreement, $6,200.00; the second year, $5,000.00; the third 
year, $3,200.00; the fourth year, $2,600.00; the fifth year, $5,400.00; the 
sixth year, $7,800.00; the seventh year, $3,000.00; the eighth year, $4,900.00; 
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the ninth year, $6,900.00; the tenth year, $9,400.00; the eleventh year, 
$6,200.00; and the twelfth year, $10,300.00. 

In the middle of the second year, B seeing that A was drawing more 
than he, required A to give a promissory note for $1,500.00, bearing inter- 
est, for the amount of his withdrawals over his salary up to that time. 
This note was made payable during that year and was paid with interest. 
During the sixth year he required him again to execute a promissory 
note for $3,000.00 bearing interest for his withdrawals during that year 
over and above his salary, which was paid at maturity with interest 
during that year. 

The firm has made large profits since its organization and the profit 
and loss account each year has had net profits more than to satisfy the 
withdrawals without encroaching one upon the other. It has now decided 
to dissolve partnership, and B insists that A should pay interest on each 
year’s withdrawals over and above what B withdrew. Has B the legal 
right to require that to be done, notwithstanding agreement as to salary; 
if so, from an accountancy standpoint, from what date should the interest 
be computed, and by what rule? Has B the right to collect interest on 
current accounts, admitting that the notes were all right? 

A, who was one of the partners, never kept books nor had anything 
to do with them, and did not know that any interest was being charged 
on the amounts over his salary he was yearly drawing and supposed that 
B was drawing like amounts. This supposition was strengthened by 
the fact that during the two years above mentioned he was required 
and did execute the notes referred to, for withdrawals over the amount 
that B had withdrawn. 

Very truly, 
Nashville, Tennessee. F. O. BeerMANn, C. P. A 


Unless there are decisions in your state to the contrary, B has no 
right to call upon A to pay interest on his drawings in excess of the 
agreed amount. Of course, it is assumed that there was no clause in 
the articles of partnership requiring the payment of such interest. George 
on Partnerships says: 

“The articles usually provide for the withdrawal by the individual 
partners, at stated intervals, of money for their subsistence. Such clause 
should also provide for the payment by these partners of interest on the 
excess of actual withdrawals over the figures fixed as the amounts to 
be withdrawn.” 

This implies that in the absence of such agreement, no interest can 
be charged against an offending partner. 

The accounting reasons for this are plain, even when there is a clause 
in the articles calling for the credit of interest on capital accounts of 
the partners. 

A clause authorizing interest on capital would not imply a charge of 
interest on drawings, but an ordinary partnership agreement would fix 
the rate of the partners’ drawings, and if this were exceeded without 
mutual agreement, the offending partner could be asked to pay interest on 
the excess, as the other partners could claim violation of the articles; 
but they could not force him to pay the interest if he preferred to 
allow the partnership to be dissolved on account of his having violated 
the articles. 

Drawings by partners are supposed to be made against accruing profits, 
not yet ascertained. As each partner is entitled to his share of the profits, 
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he is really drawing out his own money, when the amount he draws 
is not in excess of his share of the expected profits. 

As each partner is supposed to know all that is being done in the 
business, each one is supposed to be cognizant of the amounts drawn by 
the others, and if he does not object to, and stop, any drawings by one 
or more of the others, he has given at least a tacit consent to them, and 
cannot demand any penalty on them in the form of interest. 

The fact that A twice gave notes for his excess drawings and paid 
interest on them might be construed into his acceptance of the obligation 
to pay interest, but on the other hand, it is clear from these very transac- 
tions that B knew that he was in the habit of overdrawing, and that 
he made no objections, except in the two instances cited. Having slept 
on his right to object for so many years, he can hardly wake up now to 
demand the redress which has all along been in his power. He could 
at any time have demanded that A should restrict his drawings or pay 
interest on the excess. 

Besides, B does not come into court with clean hands. He is himself 
guilty of overdrawing his account. At the end of the sixth year he has 
drawn $200 in all more than A has, in spite of the fact that A has 
during that time paid interest on his two notes. At the end of the tenth 
year B is again ahead by $2,800, and at the end of the twelfth year B 
is still in excess $200. 

A question in the commercial law examination in New York recently 
gives the opposite of this question, whether a partner can claim interest 
on money lent to the firm when there was no agreement to that effect. 
The answer given by Mr. Thomas Conyngton was as follows: 

“In New York it is held that partners are entitled to interest on loans 
made to the firm; that the law will imply a contract to pay interest. 
Rodger v. Clement, 162 N. Y. 422 (1900). This is at variance with the 
general doctrine.” 

The last sentence shows how this subject should be treated in the 
absence of express decisions. This would apply with still greater force 
to the question of drawings over which each partner can exercise control 
if he so desires. 


Bonp INTEREST 


Dear Sir: ; 

The bond tables state that bonds bought at 106 having four years to 
run and paying 4% interest will realize 2.42% per annum. 

As the interest received on $10,000.00 par value is $1,600.00 and the 
premium is $600.00 bearing $1,000.00 net, why should not the interest 
realized be 2.50% per annum? 

: STUDENT. 


Because the rate is not calculated on the face of the bond, but on the 
amount the purchaser invested. He paid $1,060.00 and is entitled to inter- 
est on that amount, less the amount collected each year on account of 
the premium. The calculation is as follows, the amount credited interest 
being always 2.42% on the diminishing principal: 
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Coupon Credit 

collected interest Principal 

Guieiesl erincigal .... 2... scccsscee $1,060.00 
8 BRS es $40.00 $25.65 14.35 
$1,045.65 

NE bs lien ccenhains suns deunse 40.00 25.31 14.69 
$1,030.96 

PE dc nsusedvecsracstussecasaen 40.00 24.95 15.05 
$1,015.91 

ND eso ot oes wee be enee 40.00 24.59 15.41 
$1,000.50 





If the interest is figured semi-annually at 1.21%, the discrepancy will 
be only 12 cents. 


CONTINGENT LIABILITY 


Dear Sir: 

Will you please state what record you would make on the books of 
both assignor and assignee, of the following transaction: 

For a certain consideration (not pecuniary), the A Co. “assigns to 
B an undivided one-fourth interest in the equity of property N payable 
upon sale of the property.” 

The property is valued on the A Co.’s books at $50,000.00 and is 
encumbered by mortgages to the amount of $30,000.00. 

The transaction is between the A Co. and B alone; the mortgagees 
know nothing of it, nor has the assignment been recorded in the county 
clerk’s office. 

Your opinion will be very much appreciated. x y 


Although the consideration was not pecuniary, it must be given a 
pecuniary value, if the transaction is to be placed on the books. Since 
the equity of the A Co. is $20,000.00, if the value put on the property is 
correct, B’s quarter would be $5,000.00. However, this is not an active 
liability of Co. A to B, since it is contingent as to time upon the sale 
of the property, and as to amount upon the price realized above the 
mortgage. It is in effect a reduction of A’s equity. To credit it direct 
to B would be incorrect, unless B’s account were earmarked as being a 
contingent liability only. Probably the best way to treat it would be to 
credit to some reserve account, the name depending on why the credit is 
made. Nothing is said about the nature of the consideration, therefore 
we have no means of judging as to the designation of the reserve, nor of 
stating what debit entry would be made to offset it. 

On the balance sheet it should be shown as a deduction from the 
equity, and not as a direct liability. Of course, the eventual amount of it 
is uncertain, but the only present valuation that can be given it is one- 
quarter of the present equity. If the property is sold for more or less 
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than the present equity, the nature of the adjusting entry would depend 
on the character of the consideration given by B. If the consideration 
was something that could be considered a permanent asset, its value could 
be raised or lowered to correspond with the amount eventually paid to 
B on the ground that the real value was not ascertained until the settle- 
ment with B. If the entry offsetting B’s credit was a charge to surplus, 
the adjusting entry would also have to be in surplus. 


AVERAGING Costs 


Dear Sir: 

Attached please find a problem in cost work which has been taken 
from an actual case. The figures, however, have been changed to simplify 
the working and bring out the idea which is to be conveyed to the solver. 

I should be very glad if you could spare space in your next publication 
for the solution if you think it important — to do so. 

ours respectfully, 
ArtHur S. Burton. 


“A” plus “B” equals base. Overhead equals per cent to be distributed 
over “A” and “B” according to proportion. Period three months as given. 


Per ** A’s” ‘ B’s” 

we es Base Overhead Cent portion portion 

Jan. ..... $100 $400 $500 $50 10% $10.00 $40.00 
Feb. ..... 500 500 1,000 75 .075 37.50 37.50 
Mar. .. 1,000 1,000 2,000 100 05 50.00 50.00 








$1,600 $1,900 $3,500 $225 225 $9750 $127.50 


“A’s” direct total for 3 months.. $1,600 Overhead on same.... $97.50 
“B’s” direct total for 3 months.. 1,900 Overhead on same.... 127.50 


Tes GO: ks héxcadsvivasén $3,500 Totals overhead..... $225.00 


The above figures are arrived at through working them every month as 
they come along. 





$3,500) 225. (.064285 
.064285% of $1,600 equals “A’s” overhead $102.86 
.064285% of $1,900 “ “B’s” a 122.14 


$225.00 
These figures are the result of taking the totals for the three months and 
working on the same basis. 


Question—What is the cause of the difference in “A’s” and “B’s” 
proportions of overhead when figured out in these two methods, and 
which is correct? 


The above results have been taken from an actual case (the figures 
have been changed for simplicity) where the overhead had to be distributed 
monthly. At the end of three months these figures were checked with 
result as shown. In this case the overhead varies so much every month 
that it would be practically impossible to strike an average on previous 


67 





ee 


} 
Lf 
1 
i 
{ 
I 
' 











The Journal of Accountancy 


figures and work with any degree of accuracy. The idea is that if an 
outside party checked these figures at the end of say six or nine months 
he would undoubtedly take totals, the result would be “the longer the 
period the greater the difference,” and his figures would balance in the 
total of base and overhead. 


Once more we have to call attention to the fallacy of averaging figures 
when the conditions do not admit of its being done correctly. The condi- 
tion governing all correct averages is that either the quantities in two 
sets of figures must be equal or proportionate when the rates are different, 
or that the rates must be the same when the quantities are different, in 
order to get true average rate for a number of quantities. A very simple 
example will illustrate this: 

Suppose we have 
4,000 articles at the rate of 1 4,000 


3,000 = Ie ee 6,000 
2,000 ée ““ “ “ “ce 4 8,000 
9,000 “ ae “ fi “ 2 18,000 
We now raise each rate by 1, 

4,000 articles at the rate of 2 8,000 
3.000 “ a“ “ “ 3 9,000 
2,000 “é “é “ « ce 5 10,000 
9,000 “ “ “ae “ec “ 3 27,000 


The result would be the same, whatever quantities are used, provided 
all the quantities in either table are the same for all rates; adding to 
or subtracting from the individual rates will be exactly reflected in the 
average rate. 

It does not need any figures to show that if the rate is the same for 
all quantities, the average will be the same. There being only one rate 
that must be the average rate. 

If both the quantities and the rates change, the change in the individual 
rates is no longer reflected in the average rate. 

3,000 articles at the rate of 1 3,000 
2,000 “ “ “ce “ “cc 2 4,000 


1,000 “ sé “cc “ec “eé 3 3,000 
6,000 ” a ae 
Whereas: 
2,000 articles at the rate of 2 4,000 
3,000 “ sé “a “é “ec 3 9,000 
5,000 “ “ sé “cc “é 4 20,000 
10,000 3.3. 33,000 
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Raising the individual rates by 1 each has resulted in a much greater 
increase than 1 in the average. 

As the general treatment of the overhead on the basis of average, we 
quote from Mr. Charles A. Honecker, as follows: 

“The distribution of overhead expense monthly according to the 
actual expenditures must of necessity produce an unequal percentage as 
between months, for the reason that the expense invariably results in 
unequal amounts, which variations are not in proportion to the fluctua- 
tions of the base upon which such expense is distributed. Consequently 
the average per cent of overhead to the base, when ascertained on a basis 
of several months, will show a different percentage from that which is 
arrived at on a monthly basis. In this case the average per cent of over- 
head does not mean that there is anything wrong as regards the distribu- 
tion, merely showing that if the monthly distribution of actual overhead 
expense is used the costs will vary accordingly from month to month, 
with the danger of a selling price being established based on a single 
month’s costs, which, if the overhead percentage shows excessive, might 
result in lost business over a competitor who figures his overhead on an 
average basis. 

“Overhead expense cannot be entirely absorbed monthly without experi- 
encing trouble in showing reliable cost of production figures. Any 
expense which is subject to distribution over a number of articles or 
departments, which is not a direct charge to a particular article or depart- 
ment, the factor used to distribute such expense being ascertained on a 
basis of a fluctuating base, will produce unequal costs. To regulate such 
a condition there is only one method to pursue, and that is to ascertain 
by the best means available, what the average per cent of the particular 
expense has been for a certain period and under certain conditions. The 
percentage thus ascertained should be used to show the amount of expense 
to be distributed monthly, which amount is credited to the expense 
account. With the average percentage used the various monthly credits 
would about absorb the actual expenses for the period, provided the base 
did not fluctuate very greatly. 

“Overhead expense includes salaries of certain office help, super- 
intendents, etc., together with other items of expense of fixed amounts 
which do not fluctuate in the same proportion with the base upon which 
the rate is ascertained for the purpose of distributing such expense. This 
being the case, some equitable method of distributing the overhead ex- 
pense should be adopted for ascertaining a rate to be used, which will 
respond to the fluctuating conditions of the base, and this is accomplished 
only by means of past records, or by an estimate of future operations 
covering a certain period, from one year to five years. 

“In the statement submitted it will be seen that the base doubled 
each month over the previous month, while the overhead was increased 
at the rate of 50% for the second month over the firs: month, and 334% 
for the third month over the second month. This condition cannot be 
altered as long as the entire actual expense is distributed monthly. Party 
submitting the question states: ‘In this case the overhead varies so much 
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every month it would be practically impossible to strike an average on 
previous figures and work with any degree of accuracy.’ We cannot 
understand what he means by the above statement. Having used the 
actual figures monthly for overhead what use can be made of an average? 
Nothing, except as a matter of information that the average overhead 
rate was .0643% on a basis of three months. The overhead does not 
fluctuate so greatly in the statement submitted, the important fluctuations 
being in the base. It is possible to arrive at an average rate, providing 
proper data of all conditions are obtainable.” 
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PUBLIC UTILITIES: THEIR FAIR PRESENT VALUE AND RE- 
TURN, by Hammonpn V. Hayes, Po.D. D. Van Nostrand Company. 


Clear in statement, fair in discussion and in the main logical in con- 
clusions, this little book of some 200 pages by Dr. Hayes will well 
repay perusal by all who are interested in public utilities, and by “all” 
is meant not only public and utility accountants and officers, but the 
general public also. It would help much in the settlement of bitter con- 
troversies between utilities and the public if the book were widely cir- 
culated, but that is perhaps too much to expect. It is easier for the average 
consumer to join in a general unthinking clamor for lower rates than to 
make a real study of conditions and problems affecting fair rates. Yet 
under Dr. Hayes’ guidance it should be easy for any man of ordinary 
education to grasp the general principles controlling valuations of public 
utilities for the purpose of fixing rates. 

The general line of discussion adopted by Dr. Hayes is somewhat new 
and helpful in arriving at correct comprehension of the principles involved. 
After a fair and dispassionate statement of the general problems and 
purposes of public utility valuation, he assumes the case of an ideal new 
company under present regulation and shows what must be conceded by 
all to be the correct basis of valuation for charges for service fair to the 
public and to the utility. With this as a standard he proceeds in succeed- 
ing chapters to discuss the different cases of existing previously unregu- 
lated utilities, showing wherein extremists on either side are unfair and 
illogical when their claims are subjected to comparison with the ideal new 
company. It is a striking method and a valuable contribution to the 
polemics of rate-valuation. 

In his opening chapter the author attributes most of the “hopeless” 
confusion now existing on the subject of valuations to the many theories 
and claims advanced by partisans of both sides. Possibly some critics 
might insinuate that the doctor has only added one more element in his 
evident predilection for “cost-new-less-depreciation” as the correct method 
of ascertaining fair value!* It is but fair to say, however, that Dr. Hayes’ 
main contention is that “original cost of property” is one of the evidences 
tending to establish fair value called for in the famous case of Smyth vs. 
Ames, and that there is a strong tendency on the part of commissions at 
the present time to ignore this important element entirely. While the 
author intimates that there should be little or no difficulty in ascertaining 
this original cost, it is likely he will find many engineers and accountants 
who will disagree with him very positively. It is safe to say that the 
majority of commissions would prefer as evidence records of original 
cost, and in fact some of them do when they are available. It is just 
because such records are lacking that the present rule of “reproduction- 
cost-less-depreciation” is so general. 

The chapter on “going value” explains in a clear and untechnical man- 
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ner that portion of the utility’s investment which is usually so difficult 
for the layman to understand. It is a little unfortunate that the author 
should cling to the old title for this element of cost, and it is somewhat 
surprising in view of his own admission of the confusion of ideas caused 
by the use of the word “value” in the sense of “cost” that he has not 
adopted the more modern term of “development cost.” His inclusion in 
this cost of all the elements which cannot clearly be allotted to cost of pro- 
motion or cost of physical property, such as organization, legal, taxes 
and interest during construction, has the merit of simplicity, and would 
not, of course, affect the total value of the property, but it is to be 
presumed the author himself must regard the question as purely academic 
since it is hardly conceivable that any commission at this day would 
consider seriously a radical departure from established classifications of 
construction costs. 

The omission of “going concern value” will doubtless cause some sur- 
prise in view of the fact that commissions and courts have been and are 
allowing this element in rate-valuations. The only mention of it (in the 
chapter on “going value’’) is the definition in section 70, “The ‘value of a 
property as a going concern’ is its value based on its earning capacity.” 
But on the next page the author states explicitly that “going value equals 
value as going concern less capital cost”; in other words, he makes going 
value synonymous with going concern value. To put it another way, he 
considers the value as a going concern to be ascertained by dividing the 
net earnings by the desired rate of return. If this results in a figure larger 
than the capital cost, the difference between it and the capital cost must 
be considered the going con@ern value, which the author, as stated, con- 
siders equivalent to going value. But we have already seen that going 
value is really development cost and included therefore in the capital cost. 

It might be supposed that Dr. Hayes is one of those who recognize 
the fact that going concern value is merely franchise value under another 
name, and therefore is not to be considered in rate-valuations under pre- 
sent laws. his would be undoubtedly correct, but the fact remains that 
this element is at present being considered and allowed. 

Public accountants will recognize and deplore the confusion of terms 
into which the author has, inadvertently no doubt, been betrayed by his 
use of the term “reserves” where he means “funds.” But that is an old 
story and accountants themselves are sometimes guilty of the same error. 
Let us hope this slight blemish on an otherwise admirable educational 
production will be removed in later editions. 

Wutarp H. Lawton. 





ENGINEERING OFFICE SYSTEMS AND METHODS, by Joun 
P. Davis. McGraw-Hill Book Co., New York, 1915. 544 pages, $5.00. 


The author’s aim in this book is to furnish the engineer with a hand- 
book of information relating to business matters in the organization and 
routine of an engineer’s office, and the design and execution of engineer- 
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ing work. He has endeavored to gather and classify a quaatity of mis- 
cellaneous matter which is not found in engineering text books, and the 
result is a compendium of matters mostly of common knowledge in the 
various departments of a business office, with special application to engi- 
neering work. In his chapter on domestic shipments, the author states 
that “the engineer is usually bewildered by the formalities he encounters 
and annoyed by his lack of knowledge of such everyday matters of busi- 
ness,” and his book is a praiseworthy attempt to remedy the state of 
affairs in which he finds the engineering profession. To those engineers 
who find that business matters present such difficulties, and to the young 
engineer just entering an office, the book should prove of great value, as 
there is much information collected in it that usually has to be acquired 
slowly by experience—although there is very little that can be called new. 

In many cases the author seems to go into a needless amount of detail, 
as, for instance, when twenty-two pages are taken up with a list of the 
parts of a structurai steel framed building for guidance in estimating 
quantities, which is prefaced by advice to “examine the plans to see that 
all beams are taken off” and not to omit whole floors. In another chap- 
ter, a whole page is given to an explanation of the expressions f. o. b., 
f. as. and c. i. f. 

The first four chapters of the book give a systematic outline of the 
development of plans for engineering projects. The sixth chapter includes 
notes and cost data on factory and construction cost keeping, together 
with instructions on estimating quantities of steel. The seventh, eighth 
and ninth chapters deal very fully with the routine of inspecting, testing 
and shipping material. The eleventh and twelfth chapters give a full 
discussion of filing and indexing office material and drawings, including 
many illustrations. 

To those who feel the lack of such a book, this publication should 
prove of value, especially to those whose engineering practice is in con- 
nection with the sugar industry plantations, from which most of the 
writer’s illustrations and examples are drawn. 

Lestre H. ALLEN. 





CREDIT, ITS PRINCIPLES AND PRACTICE, by Ben H. Branton. 
The Ronald Press Company, New York. 


This is a book whose purpose is expressed in its sub-caption as 
“a practical work for credit men, presenting the principles and practice 
involved in modern credits and collections, together with an explanation 
of bankruptcy proceedings.” Regarded as a treatise on credit principles 
and practice, the work assuredly begins at the beginning and sets forth 
the reasons for the existence of credits, the developments of the scope of 
credits and the changes in the methods regulating or controlling them. 

The first few chapters, constituting part I, have to do with “credit office 
routine,” and describe clearly the presumably ideal methods of establish- 
ing and conducting a credit department, so far as the man and machinery 
are concerned. They also set forth instructively the principles which 
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should control the granting of credits, the qualifications of the credit 
man and the manner in which his functions can »e best exercised. 

Part II—“Credit information and protection”—contains a history of the 
development of the methods of securing and distributing information as 
to the standing of those who seek credit and the relative value of the 
different means which are employed for such purpose. Part III treats of 
the collection department and its delicate and responsible duties, and 
part IV is a compendium in summarized form of the causes of insolvency 
and the procedure relating to bankruptcy. 

The book is well written and the meaning of the author is readily 
understood. As a treatise for the use of credit men it would appear as 
of a rather elementary character. Nearly all of the first two parts would 
be information that every credit man must necessarily possess in order 
to be a credit man at all. Only a very inexperienced beginner would 
be specially enlightened. This does not mean, however, that the book itself 
has not a distinct value. It has—but its value would be greater to the 
seeker than to the grantor of credit. 

The impression exists that this book in the hands of the merchant 
doing business in a comparatively small way would be of much value. 
He would learn therefrom what he too often does not know, viz., the 
principles which should govern his merchandising in order to justify his 
receiving credit. He would likewise learn how to avoid the pitfalls 
which unrecognized lead to disaster and how to protect his credit and 
consequently his business from becoming impaired. 

The last two parts are more distinctively helpful to the credit man 
than the first two, but the book is readable and instructive to any one 
who has any interest in commercial affairs. 

The writer in several places alludes to the work of the certified 
public accountant, but he does not appear to realize the great value which 
should be attached to the statement of condition which has been made 
by the conscientious accountant and which has been signed by him. 


Epwarp L. SUFFERN 





MACHINE SHOP MANAGEMENT, by J. H. Van _ Deventer. 
McGraw-Hill Book Co.. $2.50. 


In his Handbook of Machine Shop Management, Mr. Van Deventer 
presents a wide variety of information in highly condensed form. In 
the sections headed “general control,” “design control,” “equipment 
control,” “time and cost control,” “traffic and shipment control,” “shop 
hazard control,” he has collected and reduced to tabular form data which 
has not been readily available and which is unquestionably of value. By 
abundant use of diagrams he gives the reader a rapid and lucid conception 
of the written text. The text itself is concise. The section dealing with 
“equipment control” is especially well-adapted to this brief expository 
method and the subject in hand is ably and helpfully treated. 

Other sections, however, are not so well adapted to cursory treatment. 
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In “general control,” organization, for instance, is dismissed with a defi- 
nition and two incomplete charts. In “quantity and quality control,” 
scheduling is covered in seven pages, which describe only in part the 
methods used in two separate shops. These subjects demand full treat- 
ment if they are to be grasped by the reader. In short, the nature of the 
whole problem of machine shop management is such that it requires 
more elaborate treatment than a handbook permits. The author states 
in his preface that his purpose is not to outline a system of management 
nor to tell how to design a shop system, but rather to present all the 
available data on machine shop management with the belief that the 
machine shop executive can select the elements and mechanisms that 
he needs and work out his own methods of putting them together into a 
systematic whole. The book has, therefore, the fundamental weakness 
of all handbooks in assuming that the reader has the necessary knowledge 
to use intelligently the data therein presented. 

We doubt if the average machine shop executive is sufficiently grounded 
in the science of management to build up a system from detached data. 
The experiment, should he make it, might prove costly. We question 
whether the science of management itself has been so standardized that 
it can be successfully reduced to handbook form or if the executive has 
reached the stage when he can use a handbook with the same facility as 
the engineer who has been specially trained in the use of technical data. 


W. B. RicHArps. 





ACCOUNTS AND ACCOUNTING PRACTICE, by Atserr G. Bexprne, 
first assistant, High School of Commerce, New York. American 
Book Co. 

The student who has been thoroughly drilled in the elements of book- 
keeping as provided in this textbook should be able to fill a position as 
assistant bookkeeper or proceed to the higher accounting courses of the 
universities without difficulty. It is a question, however, whether the 
attempt of the author to combine elementary training of a routine char- 
acter with a smattering of higher accounting and economics will not send 
the pupil from the schoolroom with such hazy ideas as to make him 
neither a good bookkeeper, nor a good accountant. Without entering into 
the question (which the author evidently anticipates will be raised) as to 
the proper time for introducing the study of theory in combination with 
routine practice, nothing but confusion in the minds of neophytes can 
result from the use of the language of economics in elementary defini- 
tions. For example, it is correct in economic language to say that “a 
creditor is one who owns a right to the uses or services of a valuable 
thing,” but would it not be simpler to tell the elementary student that “a 
creditor is one whom we owe”? And similarly “a debtor is the thing to 
which a creditor’s right attaches” is an obvious inclusion of personal 
debtors and impersonal debit accounts which is bound to confuse the 
average high-school boy. He will be fortunate if he does not start out on 
his accounting career with the happy belief that all creditors are persons, 
and all debtors, things! 
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The drill work provided for teaching practical bookkeeping is most 
admirable. One cannot read four or five pages at random without being 
struck by the tendency to make the pupil think for himself, which is 
accomplished not only by exhaustive review questions but also, and more 
effectively, by unexpected questions cropping up after relations of trans- 
actions to be recorded. 

One little point for which public accountants will not thank the author 
is his illustration and implied indorsement of the cheque-book in which 
deposits and withdrawals are entered in the same column of the stub. 
Any accountant who has had to perform the drudgery of intermittent 
addition and subtraction in such cases when tracing errors in the cash 
account will recall the exasperation induced thereby. 

W. H. L. 


THEATRE ACCOUNTS, by W. H. Cuanrrey, F.I-C.A. (Vol 5, first 
series of The Accountants’ Library, second edition.) Gee & Co., 
London. 


It was to be expected that the rapid rise of the cinematograph form of 
amusement, better recognized in this country as “the movies,” should call 
for a new edition of this admirable little manual of theatre accounting. 
The author has accordingly made such additions to his system of returns 
and checks as will assist the theatrical treasurer and auditor in keeping 
accurate records of receipts peculiar to this form of amusement. 

In a succinct and clear manner the author takes the student through 
the entire system of theatrical accounts from the advance booking of 
seats (what we would call advance sales), through box-office receipts, 
checking of used tickets, stubs and counter-foils, weekly settlements with 
actors, staff and other creditors, to the more complicated determination of 
overhead charges, depreciation and final profits or losses. Due considera- 
tion is given to provincial tous also, an item which may have the most 
important bearing on the profit of a given producticn. 

The American accountant will have to exercise due caution, however, 
in applying the system to American theatres, remembering that the book 
is written from an English standpoint and for English theatres. Some 
of the author’s methods will seem decidedly cumbersome in American 
eyes; for instance, printing tickets in three parts, one of which is to be 
torn off by the box-office clerk and used as a posting medium and check 
on cash receipts, which seems superfluous. The American method of 
marking off sold seats on a chart is simpler and sufficient; the auditor 
has only to check the cash with the seats marked off and the unsold 
tickets with the vacant seats shown on the chart. 

Half the book is devoted to the appendix, which includes, inter alia, 
theatrical regulations as to construction and protection from fire, forms of 
licences, agreements between managers and actors, etc. These might 
seem superfluous to the American accountant, but in an English manual 
their usefulness is apparent when we remember that the English public 
accountant may be called upon to assume the active management of a 
theatre as receiver, trustee or liquidator. 





W. H. L. 
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Depreciation and Valuation 


Editor, The Journal of Accountancy: 

Sir: I have read with interest in your May issue the article on 
Depreciation and Valuation for Rate Making by Mr. Lewis H. Haney. 
This subject is of great interest to railroad accountants at the present time, 
congress having directed the interstate commerce commission among other 
things to investigate, ascertain and report, with respect to railroad prop- 
erty in the United States, the original cost to date, the cost of reproduc- 
tion new and the cost of reproduction less depreciation. 

It is my contention that the rate making base is the original cost to 
date. The cost of reproduction new, and this sum less the depreciation, 
can only be used in criticizing the rates existing during the life of the 
corporation, the dividends that were paid, and the surplus that has been 
accumulated. Of course, in dealing with the case of companies existing 
prior to strict regulation and summarily brought under its provisions, the 
accounting is retroactive and consists in establishing the separate equity 
of the invested capital and the using public in the property as it stands 
to-day. 

The equity of the invested capital is quickly and easily stated. It is 
the capital principal sums, as of the dates invested, with cumulative interest 
at a reasonable rate, less the dividends that were actually paid. Where 
dividends have exceeded this fair rate of return, the original investment 
is impaired by just so much. Where, on the contrary, the returns have 
been insufficient, there is constituted a liability of the using public which 
must be amortized. This funded debt of the past is what constitutes the 
“going value” of the railroads, establishes the “cost of development” of 
the territory served by them, and is the offset to the “watered stock” or 
“capitalization of the future” provided by optimistic promoters. 

My conclusions are based on the following premises: 

Railroad property is private property dedicated to public use under 
the terms of a chartered corporate franchise. 

A chartered corporate franchise is a written governmental grant 
(outlining duties and privileges alike) of the right to be and act as a 
corporation, that is, to do business as such. 

As private property, railroad property is entitled to a fair rate of 
return on the investment. 

As dedicated to public use, railroad property should present a plant, 
operated, maintained and perpetuated, at all times adequate to the public 
needs, on terms fair and impartial to all alike, and at reasonable rates. 

Reasonable rates are rates that og the given volume of traffic yield 
a return sufficient (1) to operate the plant; (2) to maintain the plant 
up to its maximum of efficiency; (3) to make pro rata provision for the 
perpetuation of the plant in the shape of successive renewals; (4) to 
maintain an equitabie rate of dividend. 

The “fair value” of a road is not “what the price ought to be” either 
in an open market or under condemnation proceedings, but the predicating 
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of the capital principal sum on which a fair rate of return is conceded. 
The depreciation reserve is the gyroscope, the stabilizer, of the business. 
It not only maintains the equity of the original investment at par, but 
likewise provides for an equality of rates as between past, present, and 
future users. As a matter of course, it is invested as profitably as may be, 
limited by the exigencies of the purpose for which it was created. What- 
ever the return, the interest should be added to the principal of the reserve 
with cumulative effect, the principle being that at the date of retirement 
of any unit of the plant there shall have been accumulated in this manner, 
spread evenly over its entire life, a sum equal to its original cost less its 
scrap value. 

Where the depreciation reserve is re-invested in the business in the 
shape of betterments and extensions, these are to be treated the same as if 
provided from any other form of capital. In this case, however, the 
users acquire an interest in the plant and are entitled to the same rate of 
return as the other security holders. The dividend should be added to 
the reserve. In the final accounting, of the thousands upon thousands 
of dollars of additions and betterments charged by the railroads to 
operating expenses, it will be interesting to note how much will be held 
to be an equity of the stockholders for the payment of back dividends 
and how much the equity of the public as invested reserve for renewal. 

Yours truly, 
J. S. Tassrn, 
New Orleans, La. Valuation accountant, N. O. & N. E. R. R. 


National Status of Accountancy 


Editor, The Journal of Accountancy: 

Sir: There are numerous questions and problems in relation to the 
general subject of state and national recognition of the accounting pro- 
fession that it would seem will have to be faced before very long, and 
it may be that it is not too soon to invite a general expression of opinion 
from the accountants of the country at large. Some of the most urgent 
ones seem to be: 

(1) Approximate or complete uniformity in standards required by 
examining committees of the various states. , 

In regard to one difficulty in the way—respecting the various demands 
upon accountants in different sections of the country—this could be met 
by elective questions in all subjects, including practical accounting. 

(2) Consideration of the advantages which might accrue from adopting 
the plan of preliminary and final examinations with corresponding degrees 
such as B. P. A. and M. P. A. or otherwise. 

(3) The organization with the consent of the state boards and at the 
hands of their representatives duly qualified of a federal board with 
delegated power for bringing some of these things to pass. 

An open discussion through the columns of THe JouRNAL might stimu- 
late thought along these lines. 

Yours very truly, 
Los Angeles, Cal. o- Watter C. WricuHrT. 











News of State Societies 


Maryland Association of Certified Public 4~countants 


The annual meeting of the Maryland Associat' of Certified Public 
Accountants of Baltimore City was held on June 8, 1915. The following 
officers were elected for the ensuing year: President, Thomas L. Berry; 
vice-president, A. L. Tinsley; secretary, Ernest E. Wooden; treasurer, 
Miss -Elsa Doetsch; auditor, Miss Florence Hooper; trustees, Messrs. 
Berry, Tinsley, Wooden, Page, Hall, Fuller, Hatter and Miss Doetsch; 
membership committee, Messrs. Greenway, Ditman and Page. Delegates 
to the American Association meeting, Elijah W. Sells and Thomes L. 
Berry. 





Certified Public Accountants of Massachusetts, Inc. 


At the annual meeting of the Certified Public Accountants of Massa- 
chusetts, Inc., held on May 12, the following officers were elected for the 
ensuing year: President, J. Edward Masters; vice-president. William 
Franklin Hall; secretary, George Lyall; treasurer, Gerald Wyman; execu- 
tive committee, J. Edward Masters, George Lyall, Gerald Wyman, Waldron 
H. Rand, Charles H. Tuttle, F. R. C. Steele and Edwin L. Pride. 





Texas State Board of Accountancy 


The governor of Texas has appointed the following to serve on the 
first state board of accountancy: H. V. Robertson, Amarillo; Milton 
Morris, Austin; W. P. Peter, Dallas; E. J. Archinard, Fort Worth, and 
E. F. Hunter, San Antonio. The board has organized and elected E. J. 
Archinard, president, and H. V. Robertson, secretary and treasurer. 





Maryland Board of Examiners of Public Accountants 


The Maryland board of examiners of public accountants held examina- 
tions on February 23, 24, and 25, 1915. Sixteen applicants were examined. 
Raymond C. Reik, of Baltimore, was the only successful candidate. The 
next examination will be held on December 7, 8 and 9, 1915. 





Georgia Society of Certified Public Accountants 
At the annual meeting of the Georgia Society of Certified Public 
Accountants, held on May 17, 1915, the following officers were re-elected: 


President, Joel Hunter; vice-president, Alonzo Richardson; secretary- 
treasurer, Charles Neville. 





British Society of Incorporated Accountants and Auditors 
The council of the Society of Incorporated Accountants and Auditors 
(Great Britain) has re-elected Mr. Charles Hewetson Nelson, Liverpool, 
and Mr. Arthur Edwin Woodington, London, president and vice-president, 
respectively, for the ensuing year. 
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Florida State Board of Accountancy 


The Florida state board of accountancy held examinations on June 
8, 9, 10. Seven candidates were examined. 


Ohio State Board of Accountancy 


The Ohio state board of accountancy has reorganized and elected 
E. S. Thomas, president, and J. J. McKnight, secretary and treasurer. 





Announcements 


Hubert Reade & Co., chartered accountants, Winnipeg, Canada, an- 
nounce that they have taken into partnership John J. C. Shelly, chartered 
accountant. The firm name remains unchanged. 


~_ 


C. Earle Neff, certified public accountant, announces that he has 
opened an office for the practice of public accounting at 925 Majestic 
Building, Detroit, Michigan. 


David E. Boyce, certified public accountant, announces the removal of 
his offices to the Equitable Building, 120 Broadway, New York. 


Eckes, Fitz-Gerald & Dean, 141 Broadway, New York, announce that 
Philip J. Warner has become associated with the firm. 


Horace P. Griffith, C. P. A., announces the removal of his office to 
325 Bourse Building, Philadelphia, Pa. 


John P. Hauch, certified public accountant, announces that he has 
opened offices at 2129 North Uber street, Philadelphia, Pa. 





